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HEARING ON THE REAUTHORIZATION OF THE
HIGHER EDUCATION ACT OF 1965

THURSDAY, JUNE 6, 1991

House oF REPRESENTATIVES,
SuscoMmITiEE ON POSTSECONDARY EDpUCATION,
CoMMITTEE ON EDUCATION AND LABOR,
Washington, DC.

The subcommittee met, pursuant to call, at 9:45 a.m., Room 2175,
Rayburn House Office Building, Hon. William D. Ford [Chairman]}
presiding.

Members present: Representatives Ford, Williams, Hayes, Miller,
Lowey, Sawyer, Payne, Unsoeld, Andrews, Jefferson, Reed, Roemer,
Kildee, Coleman, Petri, Roukema, and Gunderson.

Staff present: Thomas Wolanin, staff director; Jack Jennings,
education counsel; Maureen Long, legislative assistant; Gloria
Gray-Watson, administrative assistant; Jo-Marie St. Martin, minor-
ity education counsel; and Rose DiNapoli, minority professional
staff member.

Chairman Forp. I am pleased to convene the Subcommittee on
Postsecondary Education for this, the 18th hearing in a series of 44
on the reauthorization of the Higher Education Act. Today is the
first of three hearings on the Stafford loan program, which gener-
ates the largest amount of financial assistance each year.

Federal contributions of $4.24 billion during this fiscal year will
generate about $11 billion in loan capital, providing almost 4 mil-
lion students and their parents with guaranteed loans to attend
postsecondary institutions; 3.2 million of these students will receive
subsidized loans.

Today we will hear testimony from witnesses representing all
sectors of postsecondary education and all the players in the Staf-
ford student loan program—institutions, students, lenders, finan-
cial aid administrators, guaranty agencies and the student loan
marketing association—all with suggestions for changes in the loan

program.

And I'm particularly pleased that Michael Farrell, the Acting
Assistant Secretary for the Office of Postsecondary Education at
the Department of Education has joined us here again. You're soon
going to set a record, Mike, for appearances on reauthorization, but
we're very pleased to have you.

Mr. FARgreLL. I'm glad to be here.

Chairman Forp. And I was very pleased in the presence of others
to report to the Secretary last night that every time you've ap-

(.
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pea{:é‘l here you've been helpful to the process and he's well repre-
sented.

Today we will hear suggested reforms to the Stafford loan pro-
gram, which is becoming one of the most costly problems, and that
the program itself faces—the default problem. While the net de-
fault rate for Federal guaranteed student loans has not increased
over the past 10 years, this is important. Ten years ago the student
loan default rate was 9.7 percent; in 1989, it was 9.6 percent. So it's
actually come down very slightly in a period when anxiety about
loan default costs has gone up.

And I hope in our discussion we can keep a separate view of the
cost of defaults, the accumulated portfolio out there and the rate of
defaults. Too frequently, when it's written in the press, those two
terms are confused amdy it gives the public the idea that during the
10 year period, the rate of defaults has increased.

So they think that more students are being less responsive than
was previously the case. They don’t make the distinction because it
isn't made for them in the newspaper. When we're talking about
this tremendous ennual cost, we're talking about paying for the
cost of loans that have been made ever since the beginning of the
program, not what the current status is.

I look forward to hearing the comments and suggestions of the
witnesses we have today on ways to improve the Stafford loan pro-
gram. We have prepared statements from all of the witnesses.
which we've had time to examine. Without objection, the full pre-
pared text will be inserted in the record immediately following the
oral presentation by each of the witnesses.

Mr. Coleman.

Mr. Coreman. Thank you, Mr. Chairman. The student loan
aspect of Title 1V and of its programs that help families and stu-
dents attend colleges and universities, is an integral part of it. And
[ would like to take this opportunity to make a brief statement be-
cause I think it's helpful for us to clarify our situation here.

Mr. Ford and 1 have agreed to a hearing schedule which I think
now numbers in the forties, as far as the number of hearings. And
we're doing it on an issue basis. Today the issue is GSL’s, yesterday
?ndhthe day before were two days of Pell grant hearings, and so
orth.

At the same time, Mr. Ford and I, as we have done in past years,
have agreed that it probably would not be constructive to produce
legislation to place in introduction or before the committee in ad-
vance of going through this process. And 1 want to confirm that,
that both myself and Mr, Ford have kind of given up that option
now until these matters have all been heard. Then we will try to
put together some legislation afterwards and try to come up with a
bipartisan approach to these major issues regarding which we're
having all these hearings.

Having said that, ] know that there may be legislation intro-
duced that has any impact on these various programs as we g0
through the process, and those can be helpful and we will certainly
take those into consideration when the time comes. But I want to
remind you that we don't have a particular markup vehicle or a
bill and, basically, we are going to hold in abeyance those options,
at least for the Chairman and this member, in the hopes that we

7
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might be able to ultimately put together a proposal that would not
ge divisive, but uniting. And we feel that this is the best way of
oing it.

So if there are those who wonder where my bill on such and such
is, or why Ford hasn't introduced his bill, that's the reason. Others
on the panel may have their own bills to introduce; there are other
members involved. But there may be some questions from time to
time regarding that.

1 know the Chairman and I have just visited with the Secretary
regarding that issue, and I think he understands our position and
respects it as well.

Thank you, Mr. Chairman.

Chairman Forp. I want to thank the gentleman for bringing that
up. I think it should be made clear to people that Mr. Coleman and
I solicited from all of the education establishment, if you will, back
in January your specific recommendations to be given to us, 1
think, it was by April the 8th.

Those have been collated and were put in a side by side form so
that everybody can see what everyone else is suggesting and what
their rationale is for it. This is the same procedure we followed 5
years ago in reauthorization.

We, at the same time, have promised people that there would not
be a Ford bill or a Coleman bill or a Democratic bill or a Republi-
can bill or an administration bill standing by itself in front of
people as we went throngh the hearing process. We're trying to
proceed through the hearing process examining all of the facets of
Title IV as concepts rather than being for or against anybody's par-
ticular initiative.

And it should be clearly understood. We met with the Secretary
before their legislation was introduced. I believe it's being intro-
duced today, or will be before tomorrow. It's up here now and we
have a copy.

We have no prejudice against that because neither of us are co-
sponsoring, even by request, and we explained to the Secretary
that it would be inconsistent. Mr. Williams has, introduced a
Middle Income Student Assistance Act that 1 have had a long and
abiding interest in. And I've resisted becoming a co-sponsor on that
for the same reason.

And I don’t want anybody to think I've given up on that idea.
I'm going to be fully supportive of Pat’s efforts at the appropriate
time, but it would not ge fair for ''s to superimpose our ideas of
legislation on the process before we find out what people think.

So the absence of the Chairman and the Ranking Republican
from any bill that's introduced from any quarter should not be
taken to mean anything other than what we have just explained.
It's neither a repudiation of that legislation or a lack of interest in
it or any indication it won't get full consideration. It's just a matter
of trying to stay pure for as long as we can, and sooner or later
that will break down, as you know, when we have tc make deci-
sions.

But I would add to that that in discussing Pell, for example, we
discovered that the education community, the spokespersons that
we've heard from, the organizations that we hear from most fre-
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quently, have come together with a common approach to the future
of Pell earlier than they have ever done so in the past.

The publics and privates usually aren’t even talking to each
other by this stage in the reauthorization process, and they've al-
ready presented us with a unified approach, without a specific
dollar amount attached to it. That's something that will have to be
determined later, but at least it is an approach that unifies the seg-
ments of education as they haven't been this early in the process in
the past.

Mr. Williams.

Mr. WiLLiams. Thank you, Mr. Chairman. As you mentioned, 1
have a bill that I introduced yesterday, with Majority Leader Gep-
hardt, Caucus Chairman Hoyer, Ways and Means Committee
Member, Mr. Downey. We will be seeking other co-sponsors, with
the exception of the Chairman and the Ranking Minority Member,
on that legislation.

It's a simple bill that simply extends Federal student financial
aid to all students in this country, but most importantly, middle
income students. They and their families are the bed rock of Amer-
ica’s tax system, and yet they find it increasingly difficult to fi-
nance their children's college education.

Just 10 years ago, the average cost of a public school was $2,600;
today it's $5,000. Just 10 years ago, the average cost of a private
school was $6,000; today it's $11,000. College is quickly becoming
out of the reach of middle income folks. And those fami{ies. I think
most if not everyone would agree, are finding that they worry now
about not being able to provide their children with at least as good
education as their parents provided them.

1 have another reason for introducing this bill, Mr. Chairman;
it’s political. It has to do with the political support for the Act that
you and the rest of us are attempting to reauthorize. A student aid
system that relies on the support of middle income people to fund
it but provides them virtually no benefits from it is losing the sup-
port of the American people.

And at a time when we increasingly find cannibalism with
regard to where scarce dollars are going to be spent, it seems to me
that we need to significantly broaden the support of the loan and
grant programs. )

Briefly, Mr. Chairman, my bill does three things. It provides as-
sistance under the guaranteed student loan program to all families
without resort to a needs test. That means we do awa with that
cumbersome and complex loan application problem. Say that to
folks and you'll hear them applaud.

Second, it removes the value of the family home and the family
farm from the calculation of need for the other student aid pro-
grams, including Pell grants. That's going to make that program
and others more accessible to middle income families.

And finally, Mr. Chairman and my colleagues and friends, it
brings final decisions concerning the size of the Pell ts back to
Congress, where many of us believe those decisions belong, rather
than leaving them down at OMB. That will provide families with a
better idea about the availability of the program to them when
they’re trying to figure out how to pay their children’s college bills.

N S
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Mr. Chairman, I'm grateful for your remarks of support for the
legislation that you made this morning, and I look forward to con-
tinuing to work with you and my other colleagues to see if we can’t
include middle income American students as recipients to a greater
degree than they have been in the recent past of student financial
assistance.

Thank you, Mr. Chairman.

Mr. CoLEMAN. Would the gentleman yield?

Mr. WiLLiams. I'd be pleased to yield.

Mr. CoLEMAN. | thank the gentleman for yielding. As he knows,
throughout this series of hearings that we've held so far, it has
become clear that one of the prime efforts that this member has
been involved with, and Mrs. Roukema, I know, has an interest in
this as well, that the introduced legislation—and both of us in the
past have pursued this—that it will be something that we, on this
side of the committee aisle, will find great interest in. Perhaps
with a few turns or twists from your legislation.

But the thiust of it is that we recognize the essential points that
you've raised. And that is, first of all, that going to a colleg. today,
and paying tuition and room and board, is probably the second
largest expenditure that a family will make, second only to the
purchase of a home. That's a very important thing to remember for
all people with all incomes.

The second thing is that for too long we have seen a removal of
the middle class, the working middle class, from program eligibil-
ity. A loan program which was essentially designed by Mr. Ford
and others, before we became members of this body, was created to
serve that middle class. And they have been, basically, removed or
driven out by budget concerns and considerations through the
years.

So there we do have a political problem. The problem is the
people who pay full tuition, the people who pay the taxes, are now
being told when they fill out the forms, “I’'m sorry. You're not eligi-
ble.” So they pay twice, while others who are less fortunate finan-
cially may benefit, and others who are more fortunate financially
can accept those costs. The middle class is being squeezed more and
more and more.

You will find on this side of the aisle great sympathy and inter-
est in this subject. And I believe that removing the home equity
and family farm part of the formula will essentially help with this
issue.

Non-liquid assets should never have been made part of that for-
mula in the first place. Because the only way you can utilize those
assets is to place a second or third mortgage on them, and endan-
ger your own home or farm, or sell them in order for a member of
the family to attend college. None of these options are good, and I
ho&e that we can find a common ground to agree on.

r. WiLLiams. I want to thank the gentleman for that indication
of support, if not for the precise language of my bill, for the gener-
al thrust of it. And I, of course, Tom, know of your long su}:port for
it because you and I have visited about this for years and I'm look-
ing forward to working with you and your colleagues on that side
and seeing that before this Congress is out, we make middle

10
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income Americans eligible for significantly increased financial as-
sistance from the Federal Government.

Chairman Forp. Mrs. Roukema.

Mrs. Roukema. T just want to acknowledge and associate myself
with the remarks of Mr. Coleman, our ranking member, and reiter-
ate that dating back to 1987, Mr. Williams and 1 worked on a
number of aspects of this problem, particularly the fixed asset. We
even passed that proposal out of this committee, the full commit-
tee, in 1987, or 1988, 1 guess. It did not get to the floor for a vote.

I won't go into the unfortunate fate of the Roukema amendment
and the education act last yvear. It was not adopted, and 1 accept
that. But had it been adopted, this provision would already be in
law. It was not adopted at that time for other reasons. It was part
of a comprehensive default program.

But I look forward to working with the majority on this subject,
and most of all, to preserving access to higher education for low
and moderate income groups. And I think there we stand unified
in our commitment.

Thank you very much, Mr. Chairman.

Chairman Forp. Mr. Miller.

Mr. MiLLer. Nothing, thank you.

Chairman Forp. Mr. Gunderson.

Mr. GunpersoN. Nothing at this time.

Chairman Forp. Mr. Hayes.

Mr. Haves. Mr. Chairman, I want to thank you. Because of my
crowded schedule today, I may not be able to remain until the
person I'm about to present and introduce to you, whe is a witness
and a part of this panel from the State of 1llinois, testifies.

I'm pleased this morning to have the opportunity to introduce
Mr. Jerry Murphy, who will soon testify.

He's an educator by profession. Mr. Murphy is currently the di-
rector of Universal Technical Institute of Illinois. Having opened
their doors in 1988, UTI of Illinois is one of the many Universal
Technical Institutes across the country. Located in Glendale
Heights, Illinois, this institution educates more than 600 students
in automobile and diese] mechanic technologies, as well as air con-
ditioning repair.

Mr. Murphy also serves as @ member of the Education Commit-
tee of the Illinois State Chamber of Commerce. I want to welcome
you, Mr. Murphy, a fellow Illinoisan, as well as all the other wit-
nesses to the hearing today on Stafford loans. I certainly look for-
ward to hearing your testimony, if I can remain, Mr. Murphy. 1
want to thank you, Mr. Chairman. for your indulgence in permit-
ting me to make this introduction. 1 haven't learned yet to be in
two or three places at the same time, so I do have to leave pretty
soon.

Chairman Forp. Mr. Sawyer.

Mr. Sawyer. Mr. Chairman, T have a statement for the record,
but I want to hear Mr. Hayes' friend sooner rather than later. So |
won't say it now,

[{The prepared statement of Hon. Thomas C. bawyer follows:]

111
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STATEMENT OF Hon. THOMAS C. SAWYER, A REPRESENTATIVE IN CONGRESS FROM THF.
STATE oF OH10

Thank you. Mr. Chairman, for calling this hearing on Stafford Loans.

If, as we heard during our previous hearings, Pell Grants are supposed to be the
foundation on which Federal student financial aid programs are built, then Stafford
Loans are the bricks and mortar,

In the 1970's the annual loan volume of Guaranteed Student Loans never exceed-
ed $3 billion.

The volume total in 1990 was $12 3 billion.

In addition, an entire industry now exists which sends large volumes of money
among banks, students, schools, collection agencies and even Wall Street.

The student loan program was created in 1965 to give middle class families some
Federal assistance to pay college costs, without spending any Federal funds.

Clearly, the Stafford Loan program hes changed in many ways since its concep-
tion and 1 look forward to hearing the witnesses testimony and participating in a
comprehensive reevaluation of this program,

Chairman Forp. Mr. Kildee.

Mr. KiLoEe. Nothing at this time, Mr. Chairman.

Chairman Forp. Mrs. Unsoeld.

Mrs. UnsogLp. No, thank you. I'm eager to hear the witnesses.

Chairman Forp. Anyone on the front row? Fine. Mr. Gaydos has
a written statement for the record. Without objection, it will be in-
serted in the record.

[The prepared statement of Hon. Joseph M. Gaydos follows:]
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Opening Statement
Joseph M. Gaydos
postsecondary Education Hearing
June 6, 1991

The Higher Education Act of 1965 originally provided
loans for students from middle income families and grants for
more needy families. As we all knpow, these programs have
evolved since then to the point where loans are the major
vehicle of financing higher education for almost all Americans
who need assistance to make their dreams 3 reality.

Today. even our most needy students are forced to incus
huge debt burdens because the appropriate level of grant money
just hasn * been there for them.

of all stulents receiving federal assistance during the
1989-1990 scheol year -- almost three percent of those
students with family incomes less than $12,000 received enly
loans accerding to preliminary data from the Department of
Education. An additional 34 peicent of these low income
students received a combination of grants and loans.

For those students in this same income category who
received grants but still had to borrow. almosct 59 percent of
them borrowed more than $2,000 and more than ten percent of
these had to borrow more than $3,000.

Using conservative estimates, these students will owe at
leagt $8,000 and many will owe morfe than $12,000 over the
course of a four-year program.

The debt burden for middle income students is even
greater because Very few middle income students qualify for

-1 -
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grants, and, when they do qualify, they receive smaller
awards.

While the financial prospects of attaining a
postsecondary educatior pregressively worsened for these
middle and lower income Americans, families increased their
dependence on loans. But access to loans 1s not enough for
far too many families. They can only borrow so much before
they reach a limit where théy know they will never be able to
repay their debts.

We have all heard the tragedies of students hocking their
belongings to pay their bills and parents having to choose
which child they are going to send to college.

The people of this country deserve more than an enmpty
promise that their children can be whatever they want to be
when they grow up. Whether a child wants to be a doctor or a
truck driver, he or she should have that opportunity.

we should not dictate which children will have the
opportunity to follow their dreams and which will not based on
their families economic situations

tinfortunately, some students have been denied their
educational dreams due to changes we have made during the
cost-driven budget reconciliation process.

Hopefully, now that we have the opportunity to make true
policy decisions regarding the grant and loan programs during
reauthorization, we will find a way to solve the existing
problems in the programs without making higher education even

less accessible for students.
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STATEMENTS OF MICHAEL FARRELL, ACTING ASSISTANT SECRE-
TARY FOR THE OFFICE OF POSTSECONDARY EDUCATION, US.
DEPARTMENT OF EDUCATION, WASHINGTON, DC; SELENA
DONG, LEGISLATIVE DIRECTOR, UNITED STATES STUDENT AS-
SOCIATION. WASHINGTON, DC: WILLIAM L. BANKS, VICE PRESI-
DENT. CHEMICAL BANK, JERICHO. NEW YORK: CARL DONO-
VAN, PRESIDENT, NORTHWEST EDUCATION LOAN ASSOCIA-
TION, SEATTLE, WASHINGTON: LAWRENCE A. HOUGH, PRESI-
DENT AND CEO. STUDENT LOAN MARKETING ASSOCIATION,
WASHINGTON, DC: JOE PAUL CASE, DEAN OF FINANCIAL AID.
AMHERST COLLEGE, AMHERST, MASSACHUSETTS: GERALD
MURPHY. DIRECTOR, UNIVERSAL TECHNICAL INSTITUTE,
GLENDALE HEIGHTS, ILLINOIS; AND DONALD W. GRIGLEY,
SENIOR VICE PRESIDENT, CONNECTICUT NATIONAL BANK.
HARTFORD, CONNECTICUT

Chairman Forp. The first witness will be Mr. Michael Farreil. As
you've heard, your prepared statement is already in the record and
it will appear with your comments. You can add to them your
statements, highlight it or supplement in any way you think is
going to be most serviceable to this record.

Mr. FARRELL. Thank you, Mr. Chairman and members of the
committee. I am pleased to appear before the committee today to
discuss the department’s recommendations for reauthorizing guar-
anteed student loan programs.

From my perspective, Mr. Chairman, I hope you won't mind my
observing what 1 see as progress in education after two days. As I
recall the panel on Tuesday, the odds were nine to one: tnday they
look more like seven to one. And I'm wondering if I have a chance
to work it down to even odds in the future.

Chairman Forp. From where I look, it looks about even right
now.

Mr. FargeLL Thank you, sir. To sustain the effectiveness of the
programs, we intend to focus the attention and resources of the de-
partment to improve the integrity of the program. Reports initiat-
ed and requested by Congress, the Inspector General's audits and
reports, and the joint management study conducted by the Educa-
tion Department and OMB all document significant problems that
a lax system has permitted.

Our proposals are based on our analysis of the basic GSL struc-
ture that makes clear that while there are weaknesses in many as-
pects, the basic program is viable. Our proposals would make fun-
damental reforms in all parts of the program, reduce Federal risks,
stabilize guaranty agencies, forge partnerships with States, estab-
lish stronger minimum quality standards, and improve default pre-
vention and debt collection.

First, we reaffirm our commitment to access and choice by pro-

ing increases in Staffords for all undergraduates, from $2,625 to
3,500 for first and second year, and to $5,000 for third, fourth, and
fifth year undergraduates.

We propose an increased SLS for all except first year students.
These increases would be from $4,000 to $6,000 for other under-
graduates, and to $10,000 for graduate students.

1o
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Increased loan maximums complement our recommendations
that grants focus aid more to the poorest students. Our proposals
increase the amount of subsidized loans available to all families, I
wo&xlg Lssay, by about 182,000 more loans, counting Staffords, PLUS
an .

The sum of these will further the Federal commitment to the
program as a good investment. We propose 8 minimum course
length of 6 months or $600 as a condition of institutional eligibility
for student loan programs. This proposal makes the minimum
length consistent with all Title IV programs and furthers default
reduction.

The guaranty agencies are critical components. The collapse of
the higher education assistance foundation illustrates the need for
the Secretary to have additional authority to manage ailing guar-
anty agencies. We propose corrective management plans, minimum
reserve requirements, and authority to terminate a guaranty agen-
cy’s agreement.

Our proposals also authorize the Secretary to assume certain
guaranty functions when a guarantor withdraws from the pro-
grams or if the Secretary terminates the agreement.

Conflict of interest safeguards and accelerated guaranty agency
filings are other items included. We'd also like the Sallie Mae to
report to the department when its loans to a guaranty agency or
any lender exceed $50 million.

A fundamental premise of what we're offering is for States to
take an active role in establishing licensing standards and monitor-
ing the activities of a guaranty agency. To this end we propose the
Secretary set minimum licensing standards. Each State would back
its designated agency with the equivalent of the full faith and
credit of the State.

Since lenders benefit from Federal student aid programs, we pro-
pose they also share the risks. Special allowance payments would
be reduced by .25 percentage points to lenders with default rates
exceeding 20 percent.

Secretary Alexander has committed us to working with you to
obtain a program that expands access to postsecondary education,
which restores integrity, in fact and in the mind of the taxpayers,
and which supports education excellence.

Some of these many proposals are major, and others represent
small goals or improvements. That isn’t accidental; we're fixing a
system grown elaborate in its provisions and participating organi-
zations. They have done pretty well. They should share in the risk
and they should share in the fixing.

The retary’s priorities to me were to first get after the fixing,
and then begin evaluating alternatives to the present systems. As
you know, we will be providing some additional thoughts on gate-
keeping, which we will submit along with any other measures we
feel would contribute to your very thoughtful considerations.

I've received exceilent assistance from this subcommittee and
from your staffs. I appreciate your great knowledge and depth of
experience, and I'll be happy to answer any of your questions at
the appropriate time. Thank you.

[The prepared statement of Michael Farrell follows:]
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DEPARTMENT OF EDUCATION
Statement by
Michael J. Farrell
Deputy Assistant Secretary
Student Fina§g§al Assistance
before the
House Subcommittee on Postsecondary Education
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Mr. Chairman and Members of the Committee:

I am pleased to appear before this Committee today to
discuss the Department’s recommendations for reauthorizing the
Guaranteed Student Loan programs.

To sustain the effectiveness of the programs, we intend to
focus the attention and resources of the Department to improve
the integrity of the program. Then our dollars, leans and
grants, will help to provide quality education and training for
deserving students.

Raports initiated and requested by Congress, the Inspector
General’s audits and reports, and the Joint Management Study
conducted by the Education Department and the Office of
Management and Budget, all docupent the significant, deep-rooted
problems that a lax system has permitted to develop. with the
strong commitment and leadership of the Departwent, all parts of
the education community must work together to ensure a strong and
viable student loan program.

Our proposals are based on our analysis of the basic GSL
structure that makes clear that while there are weaknesses in
many aspects, the basic design is viable. oOur proposals would
make fundamental and far-reaching reforms in every dimension of
the program. We would reduce Federal Government risks, stabilize
guaranty agencies, forge stronger partnerships with States.
establish stronger sinimum quality standards, and improve default
prevention and debt collection.

First, we reaffirm our commitmept to access and choice by
proposing to increase the maximums im the Stafford progras for
all undergraduates. These increased nmaxisums would be $3,500 for
first- and second-year undergraduates: and $5,000 for third-,

Q -
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fourth~, and fifth~yearx undergraduates. We are also proposing an
increase in SLS maximums for all borrowers, except first-year
students. These increased maximuns would be $6,000 fer other
undergraduates and $1D,000 for graduate students. These changes
will help students meet the increasing costs of education and
encourage persistence by providing sdditionsl loans to
upperclassren. Increased loan maximums also complement our
recommendations that grant aid should be focused to deliver wmore
aid to the poorest students. Our proposals increase the amount
of subsidized loans available to all fanilies.

We are recommending numerous actions to improve
accountability. These include default reduction proposals,
strengthening oversight of guarantee agencies, improved loan
collection, risk-sharing, and measureS aimed at eliminating
rcounterfeit™ programs -~ low-quality educational programs that
leave Students with debts, not & degree. The sun of these
actions will ensure that the Federal commitment to the GSL
Programs is & wise investment.

We propose to establish a minimum course length of six
months or 600 hours as a condition of institutional eligibility
for the student loan programs to reduce the incidence of default.
This proposal would make the minioum course length requirement
consistent for all Title IV atudent aid programs. We ask that
lenders perform credit checks on prospective borrowers over the
age of 21, and require a co-signer if the borrower has a poar
credit history. Next, we propose to delay loan disbursements for
60 days to first-year students at schools with default rates over
30 percent. Lastly, we propose to require lenders to offer
graduated repayment options to borrowers.

The guarantee agencies are critical components of the
student loan programs. AS the Department discovered last fall,
with the collapse of the Higher Education Assistance Foundation,

-2
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the Secretary needs additional authority to manage ailing
guaranty agencies. We propose to require corrective management
plans, including pinipum reserve requirements. We reguest
authority to terminate a guarantee agency’s agreement if the
Secretary determines that the agency is no longer able to perform
its responsibilities. OQur proposals would also authorize the
Secretary to assume certain guarantee agency functions when a
guarantor withdraws from the GSL programs or if the Secretary
terminates its agreement. We also request conflict-of-interest
safequards to prohibit gquarantee agency officers and employees
from having a direct financial interest in any entity with which
the adency has a business relationship.

We propose to improve guarantee agency operations by
requiring their filing for reinsurance claims within 45 days
after the lender quaranty payment is made, reimbursing actual
administrative costs [up to one percent of loan volume), and
requiring the Student Loan Marketing Association to report to the
Department each time it makes a loan to a guarantee agency Or any
lender with an outstanding loan balance to exceed $50 million.

We propose to improve loan collections by requiring students
to provide a driver’s license number and other borrower locator
information, and authorizing guarantee agencies and the Secretary
to garnish a defaulter’s wages.

A fundamental premise of our GSL proposals is that States
shounld take an active role in establishing strict licensing
standards for postsecondary programs, and to better monitor and
requlate the act:ivities of a guaranty agency. To this end, we
propose that the Secretary set minimum licensing standards in
regulations. Each State would back its designated gquaranty
agency with the equivalent of the funll faith and credit of the
state. We would also require States, where school default rates
exceed 20 percent, to pay a share of the default costs. If

-3~
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States are actively monitoring schools and guaranty agencies,
these proposals would not be costly for the States.

Since lenders benefit from the Faderal student aid prograns,
we propose that they share the risk of borrower default. Special
allowance payments would be reduced by .25 percentage peints to
lenders with defsult rates exceeding 20 percent. This shared
risk should reduce abuse in the GSIL programs.

We are examining alternative approaches for ensuring that
Federal aid is provided only to students who reccgnize the
importance of education and who take their studies seriously.
This includes an assessment of the current statutory provision
that reqguires a student to maintain "satisfactory progress®
toward a postseconday degree or certificate. And, the 1990
Reconciliation provision would be furtber tightened by dropping
the default rate threshold to eliminate schools to 25% in 1994
and make the school ineligible for all Title IV aid beginning ir
FY 1992.

We have the opportunity to strengthen this critical
component of Federal student ¢inancial assistance., W®ith the
support of this Subcommittee, the Congress, secretary Alexander’s
personal commitment, and the President’s strong support for our
afforts, I am confident we will do so. And quite frankly, the
public demands it.

1 have received meaningful assistance from the Subcommittee
and your staffs, and I appreciate your program knowledge and
experience.

I would be glad to discuss our proposals in more detail or
to answer any of your gquestions.

21
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Chairman Forp. Ms. Dong. .

Ms. Dong. I'd like to thank Chairman Ford and the subcommit-
tee for this opportunity to testify. My name is Selena Dong, and 1
am the legislative director of the United States Student Associa-
tion, which represents 3.5 million postsecondary students.

While USSA recognizes that the Stafford loan program has en-
abled countless students to pursue a postsecondary education, we
believe that a few changes are needed to the program, along with
the program entitlement, to make our loan programs work most ef-
fectively in the interest of both students and our country.

First of all, USSA shares you concerns about the increasing cost
of the Stafford loan defaults; however, we would like to always re-
member that the overall percentage of students defaulting on their
loans has remained roughly steady over the past 10 years at about
10 percent. Hence, even though total student loan volume has
quadrupled in the last 10 years, a consistent 90 percent of students
to repay their loans.

ond, our efforts to curb abuse and achieve savings in the stu-
dent loan program can not be at the expense of students’ access to
higher education. Origination fees, delayed disbursement and flexi-
ble treatment of students in deciding who is a defaulter and the
cutting off of institutional participation in the student loan pro-
grams ultimately hurt students.

Too often, it is current and future students who must pay for the
student loan defaults of the past. And all too often, what these stu-
dents must give up to pay this price is their educational opportuni-
ty.
Third, there are many reasons why students default, including
ones for which it is unfair to assign them blame. Half of student
loan defaulters are dropouts from postsecondary programs who will
not have the earning power of a college graduate and, hence, may
want to pay back their loan but simply can not.

Hence, we must strengthen our investment in the retention pro-
grams, including the TRIO programs, that enable students to stay
in school and not become defaulters.

Also, many students are not adequately counseled on the serious-
ness involved in taking out a loan. As one student at Mr. Hayes’
field hearing testified, as a freshman he was told he could quickly
and easily get a loan. And when he was forced to drop out tempo-
rarily because of a family crisis, he did not know about the grace
geriod or deferment options or that he was supposed to pay back

is loan. Not surprisingly, he's become another default statistic
and he finds it extremely frustrating that he can not reverse his
default status until he repays off the entire loan, which he simply
can not do right now.

USSA thus supports efforts to improve students' understanding
of the financial aid programs through a public advertising cam-
paign on student aid, as well as enhanced training of high school
counselors and financial aid administrators on the complexities of
the student aid program.

This would ensure that students have all the information neces-
sary to make good decisions and be informed student loan borrow-
ers.

o ?
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I will highlight just a few of USSA’s proposals for the Stafford
loan program. First, origination fees and assurance premiums
shouhf be eliminated. Right now lenders, who, of course, are my
distinguished colleagues on this panel, can impose on Stafford loan
borrowers an origination fee of up to 5 percent of the loan’s princi-
ples and an insurance premium of up to 3 percent of the principle.

Attachment 1 of my actual written testimony is a lender notice
to a Wisconsin student. You will notice that $220.40 was taken out
of his loan, and yet he will be expected to pay off the full loan, plus
interest, of course. This is clearly unfair.

Second, too many hard pressed middle and working class families
who have been squeezed out of eligibility of the Stafford loan pro-

m into taking on the more onerous supplemental loans for stu-
dents or PLUS loans for parents. These loans have high and vari-
able interest rates, and students and parents have to repay the
loan within 60 days of disbursement, as if they're an{ richer after 2
months. And if they choose to defer repayment unti while the stu-
dent is in school, the Federal Government does not subsidize the
interest during the deferral.

The second attachment of my written testimony is an actual
lender statement of a Louisiana student. You will notice that she’s
taken out a $4,000 SLS loan, but over the next 9 years, after paying
off her SLS loan, she will have had to repay $8,362. It's crazy that
poor people have to pay twice as much for their education.

So USSA recommends—and this is a little radical—the abolish-
ment of the SLS programs unless they become more subsidized and
manageable for students and parents.

1 can also tell you about the New Jersey student who is from a
single parent household who has been pushed out of Pell grant eli-
gibility and will end up paying $4,000 in Perkins loans, $16,000 in
PLUS loans, and $20,000 in Stafford loans for a 4 year education.

Third, to increase Stafford loan eligibility of students from work-
ing class and middle class familjes. USSA recommends removing
the use of home and farm equity in Congressional methodology
needs analysis, and wishes that this, indeed, was in the law.

Fourth, USSA recommends increases in Stafford loan limits for
?phomores, juniors, seniors, and graduate and professional stu-

ents.

Fifth, USSA strongly believes that less than half-time students
should be eligible for Stafford loans.

Sixth, USSA recommends restoring the grace period back to 9
months, rather than the current 6 months.

Seventh, for those students who have loan debts in excess of
$10,000, a graduated 15 year repayment schedule should be avail-
able rather than the current 10 year repayment period.

; E}hese last two proposals would help ease the number of loan de-
aults.

Eighth, the USSA recommends strongly that this committee con-
sider repealing current mandated delayed disbursements of student
loans and reject proposals for additional ones. Students depend on
the prompt receipt of their loan money to pay for their tuition,
rent, child care, transportation and so on. If they didn't need the
money promptly, they would have not applied for it.

.2
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Delayed disbursement is forcing some students to drop out of
school because they can not continue to afford to stay in. Many
schools actually impose late fees on students whose late loan
checks are not their fault. Other students are dropped from their
classes, while others have holds placed on their student ID cards.

This is consistently one of the most voiced complaints of our stu-
dent membership. If Congress is not willing to do away with these
mandated delayed disbursements, USSA suggests that legislative
language be added to the Higher Education Act that prohibits post-
secondary institutions from penalizing in any way students whose
late Joan checks are not their fault. This clearly would help stu-
dents stay in school and help other students start school.

Ninth, USSA believes that when determining who is a student
loan defaulter, there must be some flexibility, especially in cases of
fraudulent and/or closed schools. We were very disturbed to learn
of the Department of Education’s refusal to refigure the loans from
Florida students whose signatures were forged on loan checks by
fraudulent school owners who then closed the school. Clearly, there
;nuist be some flexibility in determining who is a student loan de-
aulter,

And lastly, USSA is very interested in the proposals regarding a
direct lending program, especially the optional one proposed by
American Council on Education. We are excited about the possibili-
ty of simplification of the loan application, delivery, updating and
repayment process, the possible elimination of origination fees and
insurance premiums, and the possibility of substantial savings that
could be channeled into the grant program.

However, USSA asks that you carefully consider the following
questions as you consider direct lending proposals. First, will there
be adequate capital so that the loan program remain an entitle-
ment under which all eligible students have access to loan capital?

Second, how do we prevent institutions from redlining students
they consider risky borrowers since institutions are being held for
high default rates; that is, there have been increasing numbers of
institutions are being cut off from participation in the programs,
will they deny loans to students who may think are likely to drop
out and default? Will this end up denyin first generation college
students, students of color and low income students from access to
loans and a postsecondary education? We have the same concerns
about the administration’s proposal for credit checks.

Third, if financial aid officers that direct lending institutions
take on new overhead costs and thus require additional funding,
will there be new costs passed on to the backs of students? Will
direct lending really eliminate the need for origination fees and in-
surance premjums? And if there are savings, will they go into
grant programs?

In conclusion, USSA recognized the importance of the Stafford
loan program in opening up the doors of higher education. With
the above changes, UUSSA believes that students will be better
served by the loan program.
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During this reauthorization we urge you to put into place default
reducing and cost saving measures that improve institutional qual-
ity and students’ access, rather than ones that punish current and
future students for defaults and fraud of the past.

Thank you once again for this opportunity, and I'm happy to
answer any questions you might have.

[The prepared statement of Selena Dong follows:]
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I would like o thank Chairman Ford and the subcommitise for this
opportunity to testify. Mymmtholchngmdlmhgdtﬁthmdtha
Undted States Studant Association (USSA), the country's largest and oidest national
student organization, representing saore than 35 million students, USSA recognizes
mthhM(MmehdSmdmt)mehnmuhhd
countless students to pursus a postsecandary education. However, our proposals for
the Stafford Loan progrm are sccompanied by sur strongbelisf that & Pell Grant
entitlernent is  nacessary prerequisite to making our loan programs wark in the
interwets of current and patential postsecondary students, ss wall ss our Nation.

Pirst of all, USSA shares Congress' concern about the increesing costs of
Stafford Loan defaults, Howsver, we would liks to dispel s few myths about why and
whan studsnts default, and the role of institutions in redudngstudent loan defaults.
First and foremost, we would like to point out that the overll pucsninge of siadenis
defaulting on their Joans *has remained roughly steedy over the past 10 yeass (at shout
10 percent of the dollars borrowsd. ! Hence, even though total student volume has
quadrupled in tha Jast decade, a conistent 90 parcent of students DO repay their loans.

Second, USSA is NOT suggesting that the 10 percent of loans that go into
defsult are not significant or reason for us to cerefully cansider ways fo improvs the
percantage of students who repey their loans. Hence we are very supportive of
congressional, institutional, and postsecondary community sfforts to decrease the
number of defaults and to reduce fraud and ebuse in the student loan system. We
hesr from oo many students whe fall through the cracks and end up defeultingon
their Joans, o7 who have been ripped off by fnudulent schools. Howsow, our afforls
%o carb ebuse and achiswe mvingg in the student Joan program CANNOT beat the
sxpanse of studenis’ sccass 1o higher sducation. As this testimen= will demanstrate,
origination fees, difficult repeyment schactules, delsyed disbursement. inflexible
trestmant of students in cases of closed schools, and the cutting off of institutional
eligihility for participation in the student loan prgmm ultimately hurt gtudents. Too
often {1 is current and future studsnits who must pay for the student loan defsults of
the past. And too often what students must give up to pey this price is their
educational opportunitiss.

1 Gladisux, Lawrence F. *The Shudent Loan Quandary” Changs Mey/]une 199,
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In eddition, we must maks a careful distinction between frudulant schools
and those that mey have higher than aversge dsfault retes dimply because they
provide a crucial service: that is. they serve low-income populations that are less
scademically prepared than their more privileged counterparts. These schools should
be applaudad rather than presumaed to be the sourre of blame for the Stafford Loan
default problem. As we testified last Tuesdsy, a Pell Grant entitlement would decrease
the amount of low-income students forved to take on huge loans to pay for their
postsecondary education, increase the persistence mtes of students. and thus
significantly reduce the number of Stafford Loan defaults.

Third, there are many mesons why stadents default, induding anes for which
it is unfair fo assign hame fo the student. Half of Stafford Loan defaultersam
dropouts from postsecondary programs. Thess peopls are not likely to have the job
proepecis or snhanced serning power that sccompany s postescondary degree or
certificats, and thus face difficulty repsying their icans. Many student loan defaulters
WANT to pay back their loans; they just CANNOT. Hence, we must strengthen our
investment in the retantion progrems - including the TRIO Progranes for Students
from Disedvantaged Backgrounds - thet enable students to stay in school and not
become another default statistic.

In addition, many students are not adequately counseled on the seriousness of
and responsibilities involved in taking on a loan. Asone student st Mr. Hayes' field
hearing testified, taking out s student loan was his first major financial decision ... a
decision that he now regrets. When state and federsl grants failed to cover his
freshman year costs, he was told by his financial aid administrator that « §2,000 loan
could sasily and quickly be in his hands. He took out the loan, and when family
difficulties required him to “stop out” temporartly, he did not know about grace
periods, deferment options, or evan that he was suppose to payback his loan. Not
surprisingly he hes become another default statistic. And he finds it extremely
frustrating that he cannot reverse his defaulter status - and again receive student
financial assistance - until he pays off the loan entirely, something he just cannot
sfford fo do so right now.

USSA thus supports efforts to improve students’ swareness and understanding

of the financial sid programs through s public sdvertising campeign on student sid.
snd through better training of high school counselors. as well as financial aid
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sdministrators, on the samplaxities of the student aid system. This would help snsure
mtnwmbhnmmumwpmwmmpddﬂmmdwh
mpmfblbmdintarmcdnudmthnbom
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Origination Fees and Insurnce Premiums
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m,bmmunwpaytheloanutfhelnhahtdmundthehﬂlm.

There is surrently no origination foe sttached to the Supplemental Loans for
SmdenuorthePLUSp:mml.butSIShonvwmhau 1o pay sn insurance

pnmlumupwmdthelmnpnndpd.

Mﬁhmmd'NoﬁudLmnGummmdDm
Statement” of s Wisconsin srudent. You will notice that while be tock out « §3,58
lomhamchuphi&tnmnnupmmlmm'gnnnm{u',mdnﬁﬂw
origination fee. Sohewgmmryﬁ.iﬂbﬂwtdcﬂ,ﬁmwwmhbmuese
costs ...buiwmmmdlybupundwnpymommﬂm(plmmmof
courve). This is cloarly unfuir. Law-inmeﬂudmtlmthehnpuplewhoshould
be taxed in such a way o save the federal govemment money.

for Carent

RRICEISI] OaNE W LML [\ 5N
USSA believes that the continuing support of & govemment-
guarantsed mdnxbddmdlunmmhmddwthanpm!ngofdmw

opportunity to all students. Millions of undergrsduate, graduats end professional
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students at colleges, univarsitiss, community collegse, professional schools and
wocstional and trede schools have depended on Stafford Loans to acvess higher

sducation.

Unfortunately, many students from hard-pressed working and middle-income
families have been squeezed out of aligibility for the Stafford Loan progam into
fakingon the more onemus Supplemantal Loans for Students (SLS) and/or PLUS
Joans for painis. These loans have high and varishle intersst rates, and difficult
repayment rules. Student and parsnt must begin repeying the loan within 60 deys of
disbursement (a3 if they are any richer after 2 months). O1 if they defer repayment
while the student Is in school, the government does NOT subsidize the interest
during the deferral. mmwmmmmmmummwm

from s lender to a SLS bormower, ;mdmtﬁmb\udma huhownhahﬁ-ﬂhu
makes repsyments on her SLS loan of $4,000 over the next nine years, she will have
had to repey $8,382, She will have to pay 38362 for a $4.000 loan. It's crazy that poor
people are expected to pay twice as much for their educstion! And this loan - among
the other ones she has - will affect the rest of her life. She has already hed to tum
down & number of low-peying jobs in the public sector in faver of higher-psying ones
that can pay her bills and her loan payments, She wishes now that she had raceived
better counseling regarding her loan ontions: she says she would have found another
way to pay for her sdusation rather than teke on this menster of « loan. Tam not sure
what she could have dons differently; after all she was receiving many other kinds of
finandial essistance, working full-time and going to school full-time, and still had
unmet nec 1,

Likewise, s New [ersey student from & singie parent housshold was not eligible
for a Pell Grant. Her education will and up costing her a $4,000 in Perkins Loans,
$15,000 in PLUS loans. and $15000 in Stafford Loans. She is now a graduate with
20,000 worth of parsonal debt. Whan she turns down jobs that she wants to do but
pey her too little to help her pay off these loans, she and her mother. saddled down
with $12.000 worth of debt, wonder if ber higher educstion was warth it.

-lo-
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Need Analysis: Home and Farm Equity

Third, to increase the Stafford Loan eligihility of hard-pressed students from
workingclass and middle-class families, USSA recommends rumoving the uss of
home and farm squity in the Congressional Mathodology neads analyls. It is
unfortunate that fedenl financial aid policy has taken « 150 degree turn #o that the
loans have become the largest source of aid to sven the neediest students, while
middle-income students have been squeezed out of the loan program designea for
them.

Increased Loan Limits

Pourth. USSA recommends in sddition to making Pell Grants an entitlement
and investing more in Supplemental Edurstional Opportunity Grants (SEOG) that
Congress increass Siafford Loan Eimils for sophamonns, funior, senicrs and graduaie
snd profossions) stadents. These increases of 33%, 25%, and 20% are necessry to
Mupmmmofmm,mmmmmmdmym
education, aspecially graduate and professional school. USSA is not recommending
an incresse in the Stafford loan limit for fivst-year students. Instesd, we think that
first-year students should recoive additional Pell Grant money to rover their college
costs and enabile 1o persist to their second-yeer. Afier all, the first year is the moet
difficult year for student retention.

Less-than-half-time Students
Fifth, USSA strongly beliewes that Jass-than-haif fime students shouki be
aligihle for Saffond Loans. Their current ineligibility for the largest loan program does

not make sense in light of the changing demographics of our collegs campuses. We

foel that this population’s persistence and gradustion rates would be significantly
increased if they wers mads eligible for Pell Grants and Stafford Loans.

Grace Period
Sixth, USSA recommends restosing the grace pariod 1o nine months instead of
the currunt six monthe After graduation (or temporarily discontinuing school), &
student may take many months to find & job and have the eaming power io start
repaying his or her loan. This is particularly true during thess sconomis tirass. There
have been mmymﬂumthediﬁndﬁumntmmgepdmmhewhdmﬁnding
jobe in their flelds.

31- ..
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Repayment schedule
Sevanth, USSA supports the sxtension of the cuxrent fan-yoer repsyment

schedule o fifien years. This current repeyment scheduls can be sxtremely difficult
for graduates, sepecially those who are in low-paying jobe and/ar suppart dependents.
For those with student loan debts in excess of $10,000, a greduated 15-year repsyment
schadule should be available. This change would cut down on the number of student
loan defaults by those who intend fo paybut cannot do so in a ten-ysar period. This

INARY 8421 LR WIS L] (144

Eighth, USSA is extremely concerned about the isteness with which students
rorivo thair loans ... whethar it is o result of Congramionel mandates for daleyed
dishursesment or lendeny’ schedules.  Students depend on the prompt receipt of their
loan maney to pay for tuition. rent. child care, transportation, and so on. If they did
not nead the monsy promptly they would not hawe applied for il Delayed
disbursement {# forcing some students to drop out of schoel since they cannot afford to
stay in. Too many schools actuslly impose late fees on students whoee Jate loan checks
are not their fault. It's not like these students have sxtra money lying around fo pry
off these Jate foes. Other students ase actuslly dropped from the classes they have
registered for because they have not paid their tuition bhills on time. It is also pretty
hard to pursue your acsdemic wark if your loan check is late, which means you must
pay your tuition bill late and so & hold is placed on your student identificstion card
and you cannot sccess the computer facilities or check out library books. Delayed
disbursements are an unnecessarily harsh response to the loan defsult problem; they
punish current and future students for the defaults of the past. and endanger their
ahility to stay in schoal.

Hence, USSA recommends that this committee to consider repealing current
mandated delayed disbursements, and rejecting propesals for additionsl enes. This

includes:

* The 1990 Omnibus Reconciliation Act provision that imposed & 30-day
delsyed disbur -ment of student loans to all first-time barrowers:

by -
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* The 1989 reconciliation act provision that imposed & 30-dey delayed
disbursernent of SLS loans to first-time borrower:

* The sdministration’s propose] to deley the disbursement of loan
g;mymmm students at institutions with defauli rates over

Theee deleys are an extremely serious manner for students. In fact, the lateness
wilhwhl:hthlyncdnthdrlonm-mdthom&ndqmbmnnungabom
Mm-mmbmdmmmm&mphmubymmmhmhip.
In same cases these delays are life-threstening, One student from Masyland testified ot
a Senats fleld hearing on Resuthorization that her loan chacks always coms late. One
fall she was forced to use her sevings to pay off her tuition bill: this was money she
bad intended to use to renew her health insurance. She figured that s one or two-
manth lapes in her health insurance would be "nobigdesl.” That is, until she found
out that she had cervical cancer. With no health insurance and only part-time
employment,sheh.dwundugond-panhmmhbudmwhomuldopmto
on her. Eventually she borrewed money from friends to fly home and be operated on
by s doctor there who was kind enough to reduce the costs and sccept s payment plan.
While she was technicslly not suppoee o count on her loan money to pey off her
health insurance, this delsy in the delivary of loan check gavs her no other choice.

su g that leglslative language be sdded to the Higher Educstion Act that
prohibite institutions ...

*from {mposing late fees, § from enroliment, ar any way
g students whose 1 loans have been approved and
and isbeing hald either by the institution or bank for
whatsver reeson and will arrive after the start of the or
semestar. The students must be able to enjoy all the mloydby
all other enralled students, such as lihrary and computer factlities
sccess.”

33,
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Ninth, shares a concem that wasbrought up by Congressman Colaman
ala hearinglast wask, Webslieve that when delarmining who is s studmt losn
defaulier thet thars must be some faxivlity, sspeciily in cases of Srandulent and/or
dosed schools. Woe wers vary disturbed to learn what the responss of the Department
of Education was 04 ples from a Flarida state attorney, who hed written fo the
Department rogarding the case of & school that hed forged the signatures of students
on some loan checks, Whan the school closed down, these students who were already
victims of  school that did not provide them with the training promised to them
then becams victims of the Dopartment, which refused to forgive their loans, Yet
these students were not even aware of loans being taken out in their name. While we
understand the Department’s belief that states play the impartant role of licensing and
manitering schools, we objact to their firm stance that thess studentsshould be
required o peyback these loans. Once agein, innocent students are being forved in pay
the price for the Department's desire to crack down on fnudulent trade schoals. We
beliewve that the savings from refusing to forgive these loans will be outweighed by the
human and societel logses thet will result from these people being denied « past and
probably & future education.

ERS SW |

Loan Forgiveness for Commvr ity Service

Tenth, there is no doubt that student loan borrv:wers' post-graduation carser
and job cholces are incressingly dictated by sconomics rather than perscnal desires and
goals. Congress has recognized this by snacting a long list of deferment and
cancellation options for students going into specific low-paying flelds and volunteer
work. Therw has besn much discussion regarding partisl loan cancellation for
students who gp into low-paying community service jobs; Senator Bumpers has
introduced legislation (S.527) to this effect, While USSA supports the use of
deferments and partial Lations to allow students & full range of post-grduation

R )

ampiiicaticn and Information-Lisseminstion
Elsventh, USSA also supports ¢ number of proposals that have been put forth
by the National Council of Higher Education Loan Programs (NCHELP) and the

_R-
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swm'mmmsmmwwmmmm#mduq
wdmwmdmmmmaq&
Incroased counseling for student loan borrowsrs, snhenced communication betwesn
mmmmmmm:m,mnmmmmng
sligibility - in eddition to our recommaendations ebove - would be effective steps to
take in the effort to make the system more “user-friendly”, reduce defaults, and ensure
that students make chojces that are best for thexn.

Eropossls for Direct Lending
w,umummmmmwwgmwm
hdhtgmmupuhuymmﬂhehmmn@undlmﬂdmuon. We support
the developmsant of this ides for thie following resons:

* Simplification of the loan spplication, dalivery, updsting, and
ummmtww.mmmicﬂmmgfd‘mmgmmﬂm
lenders, over S0 guarsntee agencies, and markets
mdulnmemhdmhgmmdmmuppua  faee
peperwork and messive confusion for too many students. By

mm,mmmusgmhhrmwmdmum
understand and use. that many defaults are the result
of the complexity and confusion of this system that Isaves too many
students with too little information and no sense of who to go to for
answers.

* The possible elimination of crigination fees and insurnce
premiums.
* The Wofmnﬂu_gmg(amducedneedtopeythe
allowance rats) that could be channeled into increased grant

* Automatic loan consolidation.

However, as this committee looks into direct lending proposals, USSA esks
that you carefully consider the foliowing questicns:

* W11l there be adequate capital so that the Joan program will remain
an entitlement under which every student who is eligible for the

program can got ¢ loan?
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* Howdows t institutions from * ® students they
consider barrowens? Since institutions ars held

for default rates (i.0. default schools are bein
Mﬁmmm&‘“  will they dery
loans to think are bdmpmmnddoﬁult?
Will this and maw
studans fons deotgrounde acoees
tolosnsand o ld\mﬁm\? Wchnwthnmm

regarding the 's propos] for credit checks for student
loan borrowers age 21 and older.

* If financial aid offices at direct lending institutions take ont new
overheed rosts and thus require additional will thero be
new costs passed on to students? Would direct g roally
eliminate the need for origination fees and insurance premiums? 1f
thare ere pavings from restructuring the loan progmm. will they 3o to
student aid programs?

* Will nontnditional studants - alder students, part-time students, and
evening students - reeive 9 pervices regarding loans if
financie! offices are only open during the day?

U7SSA looks forward to further discussing these isnies a5 you consider direct
lending propossls, and stands ready to be of assistance. We think that the direct
lending could be a powerful way fo ensurs that studsnt loans work In studsnts’
interests,

In conclusion, USSA recognizes the importance of the Stafford Loan program
in opening up the doors of higher education. With the above structursl changes,
USSA balisves that studsnts would be even better servad by the program. During this
Rosutharisation, we urge you to put into place default-reducing and cost-sving
meesures thet improve institutional quality and students’ access, rather than ones that
punish current and future students for defaults and fraud of the past. As
Congressman Colsman painted cut, the costs of & proposs] for incressed risk-sharing
smongstates and institutions could cesily be passed on to the backs of students in the
form of additional origination fess. We applaud this faresight and loek forward to
working with the entire committse to make our loan programs the best possible.

Onee agein, thank you for this oppartunity, and [ am pleesed to answer any
questions you might have,
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ATTACHMEMNT o2

REPAYMENT ADDENDUM AND DISCLOSURE STATEMENT DATE 0a/23/91 812
518 LOAN REVISED {PORROWER corY)
027%-812 17 378748595 2
13 SOCTIAL SECURITY NUMBER.

IN ACCORDANCE WITN TNE REPAYMENT SECTIONI(S) DF THE STUDENI LOAN PROMISSDRY NOTE(S) LISTED
BLLOW. FIRST MAT'L BANK COMMERCE. NDLDER, ADDPTS fNIS REFAYMENTY ADDENDUM AND DISCILOSUNE
STATEMENT AS AN AMENDMENTY 70 THE 11STED NOTEL(S) AMENDING REPAVMENT PROVISIONS IN
ACFORDANCE WITH THNE REPAYMENT SCHEDULE BELoOw. EXCEFY AS NEREImn AMENDED, TNE TERNS,
CONDITIONS AND PROVISIONS OF fnESE MOTES(S) SHALL REMAIN UNCHANGED. TNE ADOFTION gF THIS
ADDENDUM DDES NOT DISCNARGE Tnk DRLIGATIONS OF ANY PARTY 10 INE NOTE(S). N

T R L L T I S

] i ; { ESTIMATED UNPALD s
] DATE INTEREST | PRINCIPAL MALANCE {ESTINATED UNPAID
LOAN iDATE DF IMEGINS TO : ENTEREST [ON REPAYMEM) INTERESY 50 B |
MUNRER ;Msuuksm&muunut RATE START DatE icanuuz:o !
21 { 03s20/89 f 03/29/89 ‘n 450X **i & A.,000 DD + 31,002.25

% VARIABLE RATE LOANS (APPLIES TO SUS/PLUS LOANS OMl¥). SEE YOUR PROMISSORY NOTE FOR
METNOQD OF CALCULAIION

TOIAL AMDUNT TO SE REPAID: E-ESTIMATE
TOTAL £STIMATED UNPAID PRINCIPAL BALANCF ON REPAYMENT START DATE.
YOTAL ESTIMATED UNPAID INTEREST 10 BE CAPIIALIZED
€OUALS: PRINCIPAL AMOUNT TD BE REPAID.
ADD: INTEREST FavabLE DURING REPA¥MENT PERIDD.
EQUALS: TOTAL ANOUNT TQ BE REPAID.

YOUR PROJECTED REPAYMENT SCHEDULE IS (PAYMENTS SNALL BE MADE 1IN MONTHIV 1
DUE ON THME SAME DAY DF EACH MONTN. IN ACCORDANCE wITM Fue FOL.OWING SCMEDULED .

117 PAYMENTS OF ¢ 71 90 BEGINNING 0#/27/93
wliR A FINAL PAYMENT OF ¢ 55 81 DuF On 03,27/01

PAVMENT OF INTEREST. TME AMOUNY OF THE REOULAR PAYNENT 1S BASED uPON THE ASSUNMPTION THAT
ALl PAYMENTS witi BE MADE ON THE SCHEOUIED DUE DATES THE TDTAL INTERES] PAYABLE DURING
THE REPAYNENT PERIDD MAY BE MORE OR LESS THAM CONTEMPLATED BY THIS REPAYMENT SCMEDULE,
DEFFRDING UPON WMETNER YOU PAY EARLIER QR LATER THAN SCHEDuUL*D.  TNE AMOUNT OF YHE FINat
PAYMENT INMDICATED wiit BE ADJUSTED UFWARD OR DOWNWARD TO REFLECT THE BALANCE DLE BASED
UPQN THE DATES TNE PAYMENTS WERE ACTUALLY RECEIVED.

INTEREST DURING DEFERMENT wilL PE CAPITALIZED (AODED T0 YNE PRINCIFAL AMOUNT OF THE
LOARISY), IF PRGVIDED FOR 1N YOUR PROMISSORY NOTE, IN ACCORDANCE W1TH APPFLICAMLE 1AWS AND
REGULATIDNS OF TNE GUARANTOR.

PREPAYMNENT. vOU MAY, AT YOUR OPTION AND WITHDUT PENALTY, PREPAV ALL OR ANY PART Df Tkt
FRINCIPAL ON TNE LDANES? AISTED ABOVE AT ANy TInt.

LATE CNARGES: IF PESMITTED BY STATE LAW, THE LENDER MAY COLIECT A LATE CHARGE IF vDU FAIL
10 PAY ALL OR PARY DF A REDUIRED INSTALLMEXT WITRIN 30 OAvS AFTER IT 1S DUE OR 7O PROVIDE
WRITTEN EVIDENCE TNAY VERIFIES ELIGIBILITY TO HAVE PAYMENT(S? BEFERRED A LATE CHARGE MAY
NOT EXCEED ¢ CENTS FOR EACH DOLLAR OF FACN LATE THSTALLMENT

COLLECTIDN CHMARGES. YO AND ANY COMAKER OR ENDORSER, IF APPLICABLE (RERER 10 YOUR
FROMISSORY NOYE). SHMALL DE JOINTLY AND SEVERALLY LYABLE FOR ALY COSTS. IMCLUDING. BUT NuY
LIMITED 7D, REASOMABLE ATTORNEY'S FEES, COURT CDSTS AND COLLECTION AGENCY FEES INCURRED
THAT ARE NECESSARY FOR THE COLLECTIDN OF FAYMENTS NOT PAID WMEW DUE

CONSOLIPATION/REFINAMCING, A CONSOLIDATION LOAN PROGEAM 1S AVAILABLE UNDER WHICH YOU FAY
SE ABLE TD CONSOLIDATE LOANS TMAY YOU RECFIVED UNDFE TrE STAFFORD (G5L) LDAN PROGRAM, SIS
PROGRAM, PERKINS LOAN PROGRAM (FORMERLY TWE NATIONAL DIRECT STUDENT LOAN FRDGRAM), AND
THE MEALTH PROFESSIONS STUDENT LOAN PROGRAM. CERTAIN PLUS, 515, AND ALAY LOANS MAY BE

REF INANCED 10 COMBINE PAYNENTS DR DBTAIN A VARIABLE INTEREST RATE. CONTACT THE HOLDERES)
Of YOUR LOAN(S) OR YOUR GUARANTOR FOR MORE INFDRMATION

BOLDER » FIRSY NAY't DANK COMMERCE Lip. 805147
SERVICER, FIRST WACHOVIA STUDENT FINAMCIAL SERVICES INC
F.0. BOX 3827 HINSTON-SALEM, NC 27102

ALL COMMUNICATIONS AND PAYMENTS MUST BE SENT TO TNE SEPVICER AT THE ABOVE ADDRESS umiiss
THE HOLBER NETIF1£S YOU DTNERWISE IN WRITING.

-12-
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Chairman Forp. Mr. William Banks.

Mr. Banks. Thank you, Mr. Chairman and members of the sub-
committee. My name is William Banks, Vice President with Chemi-
cal Bank. Thank you for the opportunity to testify today on the
Stafford student loan program. My testimony reflects the views of
the Education Funding Committee of the Consumer Bankers Asso-
ciation.

Chemical Bank began making loans to students in New York
State during the 1960s. We remain one of the five largest origina-
tors and holders of Stafford loans in the US. and are the second
largest bank holder of loans. Last year we made over 50,000 loans
to students and parents of students. This included Stafford, SLS,
PLUS and consolidation loans.

Chemical currently holds over $900 million in guaranteed stu-
dent loans. We hold every Stafford, SLS, PLUS and consolidation
loan we make for the full life of the loan.

My testimony today reflects my belief that the Stafford loan pro-
gram is built on a sound structure for providing capital to students
interested in pursuing postsecondary education. That is not to say
that improvements are not needed. Many improvements, however,
have already been made, the impact of which is yet to be realized.

With additional changes, we believe the program can be
strengthened as a remarkably successful means of leveraging over
$12 billion per year in new private capital in support of education.

Mr. Chairman, lenders are well aware o: the interest of this sub-
committee in the Pell grant program. We share you commitment to
strengthened Pell grants, both by expanding the maximum grant
and by assuring that the maximum grants specified will be funded.

We hope to work with this subcommittee on achieving this goal
while, at the same time, improving the Stafford student loan pro-
gram to better meet the needs of students. A strengthened Pell
grant program has the added benefit of reducing the borrowing
needs of low income students. '

In developing its reauthorization proposals, CBA has sought to
identify areas where student services can be improved through en-
hanced simplification and standardization. CBA has put particular
focus on Stafford loans and how this vitally important part of stu-
dent aid can be made less complicated for students and less costly
to the Federal Government.

CBA endorses proposals put forth by Representatives Lowey and
Sawyer to make information about programs funded through the
Higher Education Act more readily available to students and to
provide specialized educational services for those students statisti-
cally most likely to drop out of school. Innovations of this kind are
vital to the future economic health of the Nation. Details regarding
the major CBA recommendations accompany this statement.

In summary, first, we propose simplification and standardization
of all forms and procedures used in the program to the maximum
extent possible. There is no reason why application deferment and
other forms and processing procedures used in the Stafford loan
pro%"ram should differ from guarantor to guarantor.

These differences confuse students, negatively reflect the level of
service they receive fropg J?nders, make the life of the financial-aid

'S XY
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administrator unnecessarily difficult and increase the administra-
tive costs faced by lenders. ‘

Mr. Chairman, we believe that legislating greater standardiza-
tion and simplifying as many aspects of the program as possible
will solve many of the problems described by schools which cur-
rently bear the administrative burden of dealing with multiple
lenders and guarantors in the program.

Secondly, establish a loan program for middle income students.
Rising college costs have made it increasingly difficult for students
from middle income families tc attend the institution of their
choice. More assistance needs to be offered to these students, but at
a lesser cost to the Federal Government, than is needed for those
programs targeted to low income students.

CBA has endorsed the unsubsidized middle income loan program
put forward by NCHELP. In HR. 1117, Representative Roukema
has proposed amendments to the needs analysis system that would
also correct inequities which result when inaccessible nonliquid
assets are considered in needs analysis processing.

Third, simplification of the application process, including proce-
dures to allow for one-time submission of basic eligibility and need
information. During a 4 year college career, a student may fill out
four, eight, or even sixteen separate application forms, all asking
identical questions. The system needs to be streamlined to allow for
a single, one-time submission of data when updating only as neces-
sary.

Fourth, promulgate rcgulations under negotiated rulemaking
with representatives from the higher education community.

In conclusion, Mr. Chairman, I would again like to emphasize the
commitment of lenders to provide a stable, reliable source of cap-
ital to students and to administer the program with the same
degree of commitment we do our other consumer product areas.

During the past 25 years, the Stafford loan program has provided
over $110 billion in capital to students in pursuit of postsecondary
education. It represents a successful public/private partnership
which, with modest changes, will work even more effectively in the
future.

Thank you again for the opportunity to testify. I would be happy
to respond to any questions you or other members of the subcom-
mittee may have.

[The prepared statement of William E. Banks follows:]
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Mr. Chairman, Members of the Subcommittee on Postsacondary
Education, my name is William L. Banks, Vice-President with
Chemical Bank, New York. Thank You for the opportunity to
testify today on the Stafford Student Lean Program. My testimony
reflects the views of the Education Funding Committee of the

Consumer Bankers Association (CBA).

Chemical Bank began making loans to students in New York
State during the 1960's. We remain one of the five largest
originators and holders of Stafford Loans in the U.S. and are the
second largest Bank holder of loans. Last Year we made over 50
thousand loans to students and parents of students. This
included Stafford, SLS, PLUS and censolidation loans. Chemical
currently holds over $300 million in Guaranteed Student Loans.

We hold every Stafford, SIS, PLUS and consolidation loan we make

for the full life of the loan.

My testimony today reflects my belief that the Stafford Loan
Program is built on a sound structure for providing capital to
students interested in pursuing postsecondary education. That is
not to say that improvements are not needed. Many improvements,
however, have already been made, the impact of which is yet to be
realized. with additional changes, we believe the program can be
strengthened as a remarkably successful means of leveraging over
$12 billion per year in new private capital in support of

education.
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Myr. Chairman, lenders are well awara of the interest of this
Subcommittee in the Pell Grant program. We share your commitmant
to strengthen Pall Grants, both by expanding the maximum grant
and by assuring that the maximum grant specified will be funded.
Wa hope to work with this Subcommittes on achieving this goal
while at the same tire improving the Stafford Student Loan
Program to bettsr meet student needs. A strengthened Pell Grant
prograr has the added benefit of reducing the borrowing needs of

low-income students.

In developing its reauthorization proposals, CBA has sought
to identify areas where Student services can be improved through
enhanced simplification and standardization. CBA has put
particular focus on Stafford Loans and how this vitally important
part of student aid can be made less complicated for students and

less costly to the federal government.

At Chemical Bank, we take a keen interest in working with
high school counselors, parents and students about how to access
federal financial aid programs. CBA endorses proposals put forth
by Congresswoman lLowey and Congressman Sawyer to make information
about pregrams furdled through the Higher Education Act more
readily available to students, and to provide specialized
educational services for those students statistically most likely
to drop out of school. Innovations of this kind are vital to the

future economic health of the nation.

-2
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Details regarding the major CBA recommendations accompany

this statement. In summary, we propose:

agsigtance. Students are clearly concerned that they are
borrowing too much, too early in their academic careers. To the
extent possible, Pell Grants should de increased and front-locaded
to decrease student dependence on loans early in their academic

program.

believe early information encourages students to go to colledga

who might otherwise assume, mistakenly, that this opportunity is
out of their reach. A major public awareness program should be

directed to prevent this lost opportunity. It is clear that more
sust be done to convince families from all socio-economic levels

that higher education is important, achievable and finmancially

possible.

Thaere is no reason why application, deferment, and other forms
and processing procedures used in the Stafford Loan Program

should differ from guarantor to guarantor. These differences

-3
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confuse students, negatively raflect the laevel of service they
recaive from landers, make the life of the financial aid
administrator unnecessarily daifficult, and increase the
administrative costs faced by lenders. specific recommendations

include:

-- Claan up the deferment process. One major step forward
would be the simplification and reduction in the number of
deferments available, a position which has been proposed by CBA
and other groups. In addition, {n-school deferments should be
valid until the student’s anticipated graduation date. If a
student drops out, the change will be captured by the student
status change verification process. Any necessary adjustments to

interaest and Special allowance will then be made by the lender.

-~ Clean up the status change process. This issue has been
raised by several higher education groups, and currently many
students are negatively impacted by flaws in the process. <CBA
has some specific recommendations with respect to this process

that could significantly benefit students.

Mr. Chairman, we believe that legislating greater
standardization, and simplifying as many aspects of the program
as possible will solve many of the problems described by schools
which currently bear the administrative burden of dealing with

multiple lenders and guarantors in the program.

-y -
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4. loan -
atudents. Rising college costs have made it increasingly
difficult for students from middle-income families to attend the
institution of their choice. More assistancs needs to be offered
to these students, but at a lesser cost to the federal government
than is needed for thoss programs targeted to low-incoms
studants. CBA has endorsed the unsubsidized middle-income loan
program put forward by NCHELP. In H.R. 1117, Congresswoman
Roukema has proposed amendments to the needs analysis system that
would also correct inequities which result when inaccessible,
non-ligquid assets are considered in need analysis processing.
Congresswoman Roukema recommends other refinements which CBA

andorses.

5. simplification of the apoplication process. including
MMMWMM
g11g1n111;x_gn§_nggg_jn{gxmg;ign. During a four-year college
caresr, a student may fill out four, eight, or even sixteen
separate application forms, all asking identical questions. The
system needs to be streamlined to allow for a single, one-time

submission of data, with updating only as necessary.

While CBA believes that it is appropriate to create a
process through which data is collected a single time and used
for multiple purposes, we also believe it would be inappropriate

to combine the student loan appllication procass with loan

-5
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eligibility determination. A student should apply for a loan
only after his/her eligibility for all forms of aid is
determined. The promissory note can and must be signed
separately to assure that all applicants are fully aware of their

lcan obligations.

possible. One major recommendation in this area is elimination

of the current 8/10 interest rate structure. CBA recommends that
all loans currently subject to this provision be modified to
remain at 8 percent and that all new loans be made at a variable

rate, subject to a cap of 10 percent.

8. mmummamwm
Mmm. Student assistance prograns
should be as simple as peossible. Any requirements not directly
related to reducing defaults or assuring accountability need to

pbe struck from the statute.

In additicn to these recommendations, CBA has the following

comments to present:

-&-
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The collapse of the Higher Education Assistance Foundation
(HEAF) has been very wall publicized. Lenders welcomed the
leadership of the Department in assuring that outstanding HEAF
guarantees would be honored. Lender concerns about the guaranty

agency system as a whole, however, continue.

CBA welcomes recent Department of Education initiatives to
gather data on the financial condition of guaranty agencies. We
pelieve that Congress should provide guidance for the Department
regarding steps to be taken if another agency faces financial
difficulty. If a problem does develop, CBA believes that a
resolution can be reached at minimal or ne cost to the government

through the use of advances to ride out cash~flow problems, or

through mergers.

CBA has followed with interest the recent announcements of
major personnel changes at the Departmant of Education. Lenders
are pleased that the Department has decided to initiate a
substantial reorganization of the 0ffice of Student Financial
Assistance designed to effectuate better management and business

practices. Last menth, a group of lenders on the CBA Education

-7~
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runding Committee had an opportunity to maet with Michael
Farrell, the new Deputy Assistant Secrstary for Student Financial
Assistance. We were very impressed with his interest in taking
full advantsge of modern data processing to improve managament of

the progran.

We expect, Mr. Chairman, the new efforts at the Department
of BEducation will complement those of lenders and guaranty
agenciss, to continue to reduce student loan dafaults. We have
indicated our willingness to help the pepartment on its efforts

in this area.

The report released by Senator Nunn, following a two-year
staff investigation, puts additional emphasis on the need for
improved oversight and program panagement by ED. It is important
to remember, however, that all the alleged fraud and abuse
reviewed by the Nunn Subcompittse staff had, in fact, been
uncovered and reported by participating guarantors in the
Guaranteed Student Loan program. That indicates to many lenders
that current practices do uncover fraud where it exists and

result in appropriate punjtive measures.

In conclusion, Mr. Chairman, I would again lixe to emphasize
the commitment of lendors to provide a stable, reliable source of
capital to students and to administer the program with the same

degree of commitment we do our other consumer product areas.

-8~

49



45

puring the past 25 years, the stafford Loan Program has provided
over $110 billion in capital to students in pursuit of ‘
postsecondary education. It represents a succesaful public-
private partnership which, with sodest changes, will work even

more effectively in the future.

Thank you again for the opportunity to testify. I would be
happy to respond to any questions you or other Members of the

Subcommittee may have.

{105A699)
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CBA REAUTHORIZATION PROPOSALS

The Consumer Bankers Association (CBA) believes that the
reauthorization of the Higher Education Act should focus on the
important social objectives of the program. In the last several
yaars, rising education costs and inadequate growth in Pell Grant
funding have led to incressing numbers of low-income students
relying on student loans rather than grants to attend school. A
failure to correct this trend will result in the further erosion
of educational opportunity and lead directly to a decrease in
access for students with the greatest economic need. The result
will be a decline in America’s ability to compete with other
nations. Thereforas, CBA endorses the efforts of Senator Pell (D-
RI) and Representative Ford (D-MI) %o increase grant assistance
through vital expansion of the Pell Grant progranm.

The Guaranteed Student Loan programs represent a dramatically
successful public - private partnership designed to achieve a
valued social goal. In order to preserve and enhance that
partnership, CBA has identified eight legislative priorities for
the pending reauthorization of the Higher Education Act eof 1965,
as amended:

1. Simplified administration of the prearam through the use of
modern data processing. CBA strongly endorses the elimination of
unnacessary paperwork in the Guaranteed Student Loan programs.
Record-keeping and loan administration practices in tha student
loan industry have fallen behind standards generally applicable
+o the consumer loan industry. Methods of record retention
including micrefilm, microfiche, laser disc, computer dise, and
image optics should be utilized by the Department of Education to
eliminate the storage of paper record-keeping beyond the loan
application and the promissory note. Regulations issued by the
Department of Education should accomplish the following:

o simplify all aspects of the student loan process
including application, disbursement and origination:

o improve communication between lenders and guarantors by
requiring the use of uniform reporting documents (this
would also enhance borrower understanding of their loan
obligation};

o simplify fulfillment of institutional responsibilities
under this part by institutions of higher education;
and

o improve the administration and oversight of the program
by the U.S. Department of Education.



47

2. simplification of boxrower defermunts. Under current law,
aleven separate deferment catedories allow borrowers to defer
loan repayment. The prolifgration of deferments has increased
the complexity of program administration and has proven to be
confusing to borrowers. Congrassional intent in instituting
daefermants was to recognize the legitimates need for financial
reliaf for borrowers in certain circumstances. CBA recommends
the elimination of all deferment categories gxcept the time
periods during which a borrower is enrolled as a full-time
student: and documented instances of economic hardship, such as
unemployment or total disability. lender use of forbearance
allows all other borrower circumstances to be fairly and
appropriately considered.

3. Due diligence procedures. Maior lenders and servicers are
in agreement that the due diligence regulations are too rigid and

result in a higher priority being placed on maintaining
compliance with the regulations than on loan collection. The
Department of Education acknowledged the problems caused by the
regulated standards currently ir effect and recommended revisions
to the thirty-day "bucket” system in the NPRM for the 1986 Higher
Education Act Reauthorization in November, 1990.

It is CBA's view that the collection practices of a lender
should be measured and taken into consideration when claims are
approved or denied for payment. By establishing a tolerance rate
for errors, lenders could concentrate on enhanced loan collection
efforts rather than lock-step compliance with required letters
and phone contacts which may or may not contribute to a borrowers
repayment of the debt.

By imposing a percentage guideline for compliance, any
lender who maintains a pre-determined performance rate standard
(for example, 95 percent) on completicn of manda2tory due
diligence steps would be assured full payment of Irsurance,
interest and special allowance ¢on loans made. Thir compliance
would be monitored on a annual basis during the mandatory audit
of a lender's portfolio. The audit would be paid for by the
lender, monitored by the Department of Education, and performed
by an independent third party auditor. Parameters c! the audit,
as defined by the Department, would follow astandard accounting
practices and would include a defined statistical ganpling
technique upon which a lender's performance would be measured.
The performance measurement derived from the audit would be used
by all guaranty sgencies with whom the lender has participation
agreements to determine how claims were to be paid. Lenders
whose samples are found to be above the standard would be
reviewed for proper monetary and technical data. Failure to
paintain compliance at or above the defined standard would result
in a full review of each file for the given time period and the
assessment of prescribed penalties. Without the threat of

: 3
ERIC e

BEST COPY AVAILABLE



48

3

inordinate penaltiss for inconsegquential regulatory violations,
the lending community would attempt colleaction innovations which
ezphasize the true spirit, rather than the exact letter of the
law.

‘. mmmmﬂmmmum
CBEA believes that the statute should require guaranty agenciss to
aperate on a sound actuarial basis. Furthermore, the statute
should define steps to be taken by the Secratary of Education in
the svent of a guaranty agency solvency. In light of the rscent
collapse of the Higher Education Assistance Foundation, interest
in these proposals has increased among the Congrass and the
Aduinistration. Therefore, CBA recommends that tha Act should
requira the Secretary of Education to do the following:

1. Periodically re-avaluate the solvency of all gquaranty
agancies.

2. Identify agencies which £al1l below specified federal
standarde ralating to reserve ratio and/or other indicators of
administrative and financial viability and requirs such agencies
to: (A) operate undar a guarantee management plan approved by
the Secretary, (B) if appropriate, overcoma a short~term cash
flow problem through the receipt of additional repayable
advances, (C) merge their operations with a stronger agency, Or
(D) terminate their ~ arations and assign responsibilities for
outstanding guaranteas te the Secretary. After consultation with
jenders, it would be the secretary's prerogative to transfer such
guarantees to a solvent agancy -

3. Require the Departuent to publish the results cf an
annual survey of guaranty agencies to facilitate lender
evaluations of agasncies.

5.

a® - - iz s i Q PRI I8 G
IV _reguliations. A recent GAO briefing report verified that the
Department of Education rarely complies with the statutory
requirement that regulations bs promulgated within 240 days of
legislative enactment. The regulations necessitated by the
passage of the 1986 reauthorization of the Higher Education Act
are not yet finalized; the NFRM did not appear in the Federal
until November, 1990, Given the significant liabilities
imposed on lenders, secondary sarkets and quaranty a encies for
failure to properly administer the GSL progras, the issuance of
clear and timely guidance about legisiated program changes is
imperative.

g

The complexity of the GSL program is such that the
pepartment of Education and the higher education community stand
to banefit from early and direct communication about these
mandated reguiations. Early consultation can serve to educate
the community and sensitize the Departr®ent to potential problems

4
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regarding implementation. For these reasons, CBA supports the
use of regional meetings and negotiated rulemaking procedures in
the development of requlations to govern the implementation of
the reauthorization of the Higher Education Act, as was required,
with certain modifications, in recent reauthorizations of the
Elsamaentary and Secondary Education Act and the Vocational and
Adult Education Act. The usa of negotiatad rulemaking to
promulgate regulations governing the implementation of Title IV
should in no way be seen as a substitute for the useful and
ongoing communication and issuance of Dear Colleagues which the
Dapartment presently undertakes with the higher education
community.

6. Insurance to lenders. CBA believes that the requirement
that guarantors offer 100 percent insurance to lenders as a

condition for insurance program agreements with the Secretary is
critical to maintaining open access to loans for all borrowers.
The progras already involves significant loss to lenders. Even
with a 100 percent guarantee, lenders face significant losses
because of strict due diligence penaities: and penalties
resulting from retroactive requlatory changes that affect pre-
existing loan agreements. Lender Profitability has been reduced
{GAO/HRD 90-130) and lender participation in the program has
diminished as a direct result of this increased financial risk.

In the past, lender risk sharing has been put forth as a
means of default reduction. There are preferable means of
achieving this legitipate goal. CBA has proposed, for example,
that lenders be given additional flexibility in fashioning
collections procedures. It should also ba noted that Congress
has enacted numerous bills and amendments aimed at reducing GSL
defaults. Remaining default reduction options such as stricter
school cutoff rates or co-signer requirements will only serve to
reduce access to loans for those potential borrowers most in need
of financial assistance in order tc pursue higher education.

7. Special Allgowance. The special allowance paid to lender
participants in the GSL programs is calculated by adding 3.25
percant to the 9l-day treasury bill rate. The 1989 CBA Student
Lending Survey found that the return earned by lenders in the GSL
program was typically less than that earned on other consumer
loan products. As the cost of funds and operational costs
associated with the student loan business continue to increase,
financial managers at lending institutions will revaluate their
level of participation in the program. In order to maintain open
access to loans for all eligible borrowers, the current special
allowance calculation should be preserved. Additionally, if
Congress determines that high-risk borrowers should continue to
have access to GS5Ls, @nactment of a higher special allowance to
increase the return to lenders on loans made to such student
borrowers should be considered.

ERIC
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8. loans for middle-income students currently ineligibie for
guaranteed student loang. Students determined to bas ineligible
to borrow under congressional methodology remain eligible for
Guarantesd Studant loans. Because these loans are
unsubsidized and offersd at 8 percent, they are made by very few
landers. The Supplemsantal Loans for Students program {SLS) makes
unsubsidized, guarantsed loans available to independent students
and, in special circumstances, depeandent borrowors, but many
piddls income students who need financial aid remain ungerved.

CBA endorses a proposal put forth by NCHELP to expand loan
access to guaranteed but unsubsidized loans to all eligible
studants. Under the NCHELP plan, only those students showing
financial need would continue to be entitled to in-school
interast benafits through subsidized stafford loans.

Unsubsigized loans world be available to those not gualifying for
full subsidized Stafford loans. Interast on the unsubsidized
loans that accrues during in-school, grace, and defermaent periods
would be paid either quarterly or capitalized, as agreed upon by
the lender and the borrowars. Borrowers would pay a 5 percent
reinsurance premium to offset the costs associated with defaults.
The NCHELP proposal does not contain a specific proposal for an
interest rate on unsubsidized loans. It is assumed that a rate
would be set to eliminate any special allowance in all but
extraordinary circumstances.

105/B/9
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Mr. HaYEs. [presidin%]] Thank you. Mr. Donovan.

Mr. Donovan. Mr. Chairman and members of the committee, my
name is Carl Donovan. I'm President of the Northwest Education
Loan Association, the designated ranty agency for the State of
Washi n, and currently President of the National Council on
Higher Education Loan Programs, acronymed NCHELP.

NCHELP membership is comprised of guaranty agencies and sec-
ondary markets, plus most of the major lenders and other organiza-
tions involved in the delivery of GSLs.

NCHELP published its position paper on reauthorization last
summer, following over 2 years of development. I am submitting
for the record the full text of NCHELP's progsals.

On three previous occasions before this subcommittee, represent-
atives of NCHELP have commented on portions of the reauthoriza-
tion paper. In May, the subcommittee heard testimony on our pro-
posals for simplifying deferments and strengthening the school eli-
gibility and default management processes.

Last Tuesday, the subcommittee heard our proposal to increase
Pell grant eligibility and decrease loan eligibility during the early
stages of a student’s program of study.

All of these proposals, in combination with additional recommen-
dations I will review today, comprise most of NCHELP's reauthor-
ization package.

The 1986 amendments imposed a financial need test on all Staf-
ford loan borrowers. As a result, many students from middle
income families became ineligible for subsidized Stafford loans.
NCHELP pro s that an unsubsidized Stafford loan program be
created to aid these students. It would be identical to the existing
subsidized program in all of its terms and conditions, with the
single exception that in-school interest for middle income borrow-
ers would not be subsidized by the Federal Government.

A borrower could fill out a single application for both a subsi-
dized and an unsubsidized loan, requesting up to the maximum al-
lowable by law, independent of the amount of expected family con-
tribution or other aid received. If you showed need for a portion of
the amount, you could receive that portion on a subsidized basis
and the remainder on an unsubsidized basis.

NCHELP recommends that the interest rate for new borrowers
in both the subsidized and unsubsidized Stafford loan programs be
set at market rate, as currently calculated for SLS and PLUS
loans, with a ceiling of 10 percent. This would eliminate the Feder-
al interest subsidy during repayment, except under high interest
rate conditions.

In addition, we urge the subcommittee to eliminate the split in-
terest rates on current loans, converting those borrowers to a flat 8
percent rate instead.

The 1986 amendment set a rate to the student of 8 percent for
the first 4 years of repayment, with an increase to 10 percent
thereafter. In addition, they called for a cumbersome windfall re-
payment provision to assure that the rate to the borrower does not
exceed market. This action has proved a nightmare to lenders and
servicers alike. It also serves borrowers poorly, since lenders are
unable to consolidate a student'’s debt in repayment if his loans are
at different rates at the same time.

RIC 56
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NCHELP has several proposals on loan limits reflecting its belief
that loans should be minimized during the early stages of a stu-
dent’s program of study and that additional loan capital is needed
to finance the rapidly increasing costs of upper division and gradu-
ate education.

We propose the following annual loan limits. For Stafford loans,
undergraduate students, first year students, we propose keeping at
the current level of $2,625 a year. This assumes a significant in-
crease in Pell grant eligibility, however, to cover additional costs.

For the second year, we propose an increase from $2,625 to
84,000 a year. This assumes no material increase in Pell grant eli-
gibility for second year students. For third, fourth and fifth year
students, we propose that the loan limits be increased from the cur-
rent $4,000 to $6,000 a year.

Now, our proposals for the first and second year could be re-
duced, depending on the extent to which Congress is able to
achieve a front loading of grant assistance. And we would encour-
age that.

For graduate students, we propose an increase from the current
$7,500 to $10,000 a year, and then in 1993, up to $12,000.

For SLS loans, our proposals assume a significant increase in
Pell grant eligibility for lower division students and the authoriza-
tion of an unsubsidized Stafford loan program, which takes pres-
sure off the SLS program.

In that regard, then, for undergraduate students, we Ppropose
eliminating them from the SLS program. Second year students, we
propose a decrease in the maximum from the current $4,000 to
$2,000 and for third, fourth and fifth year, maintaining the current
level of $4,000. For graduate students—we do propose an increase
for graduate students since they would not receive the relief earlier
indicated—f{rom $4,000 to $10,000 a year.

For PLUS loans, we are proposing an increase from $4,000 to
§10,000 a year. Now, again, PLUS loans are made, of course, to
families. And we do propose a good credit checks be a requirement
for those particular loans.

This completes my prepared testimony, Mr. Chairman. I'd be
happy to answer any questions.

fThe prepared statement of Carl Donovan follows:]
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Mr. Chairman and Members of the Subcommittee. My name is Carl Donovan, and
| am President of the Northwest Education Loan Association and current President of the
National Council of Higher Education Loan Programs (NCHELP). The Councit is an
association of organizations and agencies involved in the administration of the
Guaranteed Student Loan Program. Voting Membership is comprised of aimost all ofthe
State and private nonprofit guaranty agencies, secondary markets. and direct lenders.
Associate Members include most of the major fenders, third-party servicers, collectors,
Sallie Mae, and other organizations involved with the GSL Program. In essence, if the
student is viewed as the ultimate consumer of Guaranteed Student Loans, NCHELP
represents the providers of such ioans.

Wa welcome the or ortunity to appear before you today, as NCHELP shares your
conviction, Mr. T si1an, that this reauthorization of the Higher Education Act may weil
prove to be the most important since the law's enactment in 1965 and the adoption of
the Pell Grant Program in 1972. After ali, most of the Federat student aid programs have
been on the books More than 25 years. it s time that they be given a thorough review,
with a eye toward their simplification and coordination, the better to meet the neads of
today’s studenis.

NCHELP has been working on development of its reauthorization proposals for
more than two years. Today | would like to share with the Subcommuttee the highlights
of those recommendations. | am submitting the full paper contaiming the Councit’'s

proposals for the record.
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The NCHELP reauthorization proposals are designed to implement six basic

principles:

. The foundation of financial assistance to low-income students shoutd
be grant aid.

. Access to postsecondary education must remain a national priority and
federal student assistance programs shouild promote educationat
effectiveness as well as educational opportunity.

. The concepts underlying the Guaranteed Student Loan Program are
fundamentally sound; the Program is essential to the financing of
postsecondary education and to promoting educational choice.

. The Guaranteed Student Loan Program must be fiscally sound,
responsive, and flexible.

. The administration and financing of the Guaranteed Student Loan
Program represent a successful decentralized partnership among
guaranty agencies, secondary markets, commercial lenders, servicers,
institutions of postsecondary education, and the Federal government.

- Stability and continuity are essential to the continued success of the

Guaranteed Student Lean Program and contractual agreements among
participants must not be abrogated.
While t may sound unusual for an organization primarily concerned with student
loans to urge a redress of the current grantfoan imbalance, NCHELPR s extremely

concerned that budget pressures and the absence of an entitiement for the Pell Grant

o
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Program have conspired to force students to borrow inappropriately high amounts in
order to be able to attend postsecondary education programs. Ws believe that this
reauthorization must address this problem, as the Subcommittee creates student aid
programs in the 90's.

As the Subcommittee heard in testimony by Larry Matejka of the Miinois Student
Assistance Commission on Tuesday, NCHELP proposes to address the grantfloan
imbslance by concentrating Pell Grant funds on the beginning of a student’s higher
education career, with ioans serving only a supplemental function, it any, during this time.
Then, as the student's education continues, his loan eligibility would be substantially
increased, and his Pell Grant eligibility reduced. Itis NCHELP’s hope that by coordinating
the programs, Pell Grants can be converted to entitiements through merger with GSL's
entilement.

While NCHELP is concerned that federal student aid programs continue their basic
mission of providing access to postsecondary education, we believe that it is essential
that such access be to quality education. The Subcommittes has taken significant actions
over the past several years, with strong NCHELP support, to assure that *bad schools®
are eliminated from the GSL Program. But it is better for students and taxpayers if "bad '
schools® are not allowed into the Program in the first place.

NCHELP proposes strengthening the Secretary’s authority to keep out institutions
which are marginal, either educationally or financially, by changes in the current eligibility
rules. Existing law makes an institution eligible if it is accredited by an accrediting agency

recognized by the Secretary and licensed by the State in which # is located. While
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Secretary Alexander has already taken administrative steps to tighten up his recognition
of accrediting agencies, NCHELP proposes that the law be amended to give him specific
author ~ to set standards for accrediting agencies to meet in their consumer protection
requirements. Similarly, while the Secretary may no. have a constitutional right to dictate
State licensing standards, NCHELP believes that he should be giver. statutory authority
to set minimum standards relating to educational outcomes and consumer protection
requirements which State licensure must meet in order to qualily an institution for
participation in Federal student financial aid programs.

All participating educational institutions should be required to demonstrate financial
and administrative competency a. J integrity before participating in Federa! student ad
programs and as a condition of continued eligibility. NCHELP recommends that any new
institution desiring to participate in the GSL Program be required to establish a Default
Management Program for the first two years of its participation. Any institution which
changes ownership or becomes a branch should aiso be subject to a Default
Management Program for two years after change of ownership or status. In addition,
guaranty agencies should have authority to reguiate ioan volume of such institutions,

Other institutional eligibility rules also need to be tightened. Under existing law,
students in programs of less than 600 clock hours are only eligible for Guaranteed
Student Loans. These are exactly the students who should not be borrowing. A course
of only a few weeks length usually trains a student for a minimum wags job, certainty not
an incoms level which allows for loan repayment. While students in extremely short

courses may need some sort of Federal assistance, we urge that it not be loans, and that




58

the definition of an efigibie course for GSL be made the same as the definition currently
applcable to Pell Grants and campus-based programs.

Similarty, NCHELP urges that correspondence education be made ineligible for
Guaranteed Studsnt Loans. Under the Department’s interpretation of current law, if any
course offering of a correspondence schoo! has a residential component, students in all
of the courses offered by that school are entitied to borrow. Correspondence education
is almost impossible to monitor -- how does alender Kknow when a borrower has dropped
out? 't shoukd be eliminated from GSL eligibility.

Current law requires that, if an institution advertisas job placement rates, it must
disclose to prospactive students the data upon which such claims are based. NCHELP
believes that this disclosure comes too late in the process to have a significant impact on
a student's choice. Therefore NCHELP recommends that if an institution advertises, i
must includs relevant default, salary, and job placement information in its ads.

One of the major changes in the Guaranteed Student Loan Program made by the
1986 Amendments was the imposition of a needs test on all borrowers. As a result, many
students from middle-income families were eliminated from eligibility for subsidized
Stafford loans. Howsver, as the Subcommittes is aware. college Costs are increasing
annually, and midcite-income families are finding it exceptionally difficutt to finance coflege
expenses. While alternative loan programs have burgeoned, they are unable to meet the
needs of families across the country.

Theretore, NCHELP proposes that an unsubsidized Stafford Loan Program be

created to aid students from middle-income families. It would be similar to the existing
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subsidized program in all of its terms and conditions, with the single exception that in-
schoo! interest for middle-income borrowers would not be subsidized by t;19 Federal
government. Instead, such interest would be paid by the borrower or added to the
principal amount borrowed no more frequently than quarterly. No Origination Fee would
be collected; however, borrowers would pay a 5% reinsurance premium 1o cover default
costs and Special Allowance payments, if any were required. As NCHELP envisions the
unsubsidized Stafford Loan Program, it would not necessitate any new forms or
applications. A borrower could fill out a single document encompassing both the
subsidized and unsubsidized programs; if he showad need for a portion of the amcunt,
he could receive that portion on a subsidized basis and the remainder on an
unsubsidized basis.

NCHELP recommends that the interest rate for new borrowers in both the
subsidized and unsubsidized Stafford Loan Programs be set at market rate, as currently
calculated for SLS and PLUS loans, with the ceiling to the borrower set at 10%. The 1988
Amendments set a split rate of 8% for the first four years or repayment, with an increase
1o 10% thereafter, plus a cumbersome *windfall* provision to assure that lenders were not
unfairly enriched.  This action has proved a nightmare to fenders and servicers atke R
also serves borrowers poorly, as lenders are unable 10 consolidate therr indebtedness
administratively if their loans are at different rates at the same time. We urge the
Subcommittes to eliminate alf 8/10% split loans and repeal the "windfall’ provision,
converting those barrowers to a flat 8% rate. Since all new borrowers would pay a rate

reflecting recent Treasury bill rates, no "windfall would be possible.
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Similarly, NCHELP urges that all new borrower be given only three deferments: in-
school, unemployment, and temporary, total disability. These three categories, plus
liberal lender forbearance, can cover all of the situations currently detailed in 13 specific
deferments, all with their special rules, regulations, certifications, and complications.
Students are totally confused by the current panoply of deferments and often fail to seek
deferments for which they are eligible. For example, a lender is able to back-date an
unemployment deferment only 3 months, under current regulations, and Must require
paperwork gocumenting continuing unemplayment every three months thereafter. it an
unemployed berrower doesn't reahze that he is eligible for a determent untit 4 or 5
months aker he becomes unemployed, he may already be inextricably caught in the web
of delinque ¢y and default. Smplificaticn ot deferments to an easily-understandable
number wourt assure that borrowers get the refief from loan repayment that Congress
intended.

The Guaranieed Student Loan Program is cutrently operating under regulations
designed to implement the Education Amendments of 1980, regulations which became
final after the enaciment of the Education Amendments of 1986. Reguiations 1o
implement the 1986 Amendments were promulgated as a Notice of Proposed Rulemaking
late last fall, and the NPRM did not include any of the pravisions adopted in the 1989 and
1980 Budget Reconciliation Acts. NCHELP believes that it is unconscionsble that a
complicated program which makes available approximately $12 Billion per year to student
and parent borrowers shouid not have up-to-date, publicly aired regulations. For this

reason, we urge you to apply the Negotiated Rulemaking process you have aiready
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implemented for the Chapter 1 and Carl D. Perkins Vocational and Applied Technology
Education Act programs to the Guaranteed Student Loan Program.

The great bulk of the NCHELP reauthorization paper was adopted by the Council's
Board of Directors last July, just before the collapse of the Higher Education Assistance
Foundation. That cotlapse triggered concern about guaranty agency fiscal strength and
stability. Since the current law conditions agancy financing on loan volume, there was
additional concern that the front-loading of Pell Grants, as proposed by NCHELP, might
result in a substantially reduced loan volume, thereby endangering the fiscal health of
additionat agencies. | therefore appointed an NCHELP Task Force on Guaranty Agency
Financing, to deveiop proposals to assure guaranty agency financial stability it the size
of the foan program were constricted as a resuilt of Congressional action to redress the
current grantfioan imbalance. We will share these proposais with the Subcommittee as
soon as they are adopted by the Council.

Simitarly, when NCHELP proposed Lendei-of-Last-Resort language 10 the
Congress in 1985, it was assumed that any loan access probiems would be, as they had
historically been, regional in nature. However, today's emphasis on unacceptable default
rates raises the specter of lack of access for high-nisk borrowers only. The sduation is
potentially exacerbated by proposals such as that of the Admynistration that would impose
tender risk-sharing at a cohort default level of 20%, significantly lower than the 35% cut-off
level adopted by the Congress in the 1830 Reconciliation Act. NCHELP has formed a

joint task force with the Consumer Bankers Association and Sallie Mae to attempt to

be o
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devise an economically feasible solution to this potential problem, which we will share with
the Subcommittee once # is developed.

Finally, NCHELP is actively involved in simplfying the program for the student
borrower in every way possible. Al NCHELP Committegs are analyzing public
communications within their areas, with a eye 1o making recommendations 10 the Board
on which forms and procedures we can encourage participants 1o standardize. Similarly,
a Task Force has been working with the Department of Education to assure tha® all GSL
application questions are included in the free Federal student aid application for the 1992-
93 academic year. i we are successtul, we will simplify the student application prozess
while fulfilling the statutory requirement of a separate, identfiable GSL application with an
application (possibly incorporating the promissory note} which only asks addhional
information required for collection, such as driver's license number and references. We
are confident that these Steps will make the GSL Program even more "user friendly,”
without encouraging students 10 borrow unnecessanly.

As | am sure you realze, the Subcommilteg has an mmensa task ahead of t in
reauthorizing the Higher Education Act. NCHELP appreciates the opportunity 10 appear
pefore you today to share our recommendations. We look forward to working Closely
with You and your staff as the process continues.

1 would be happy to answer any questions you might have.
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Mr. Haves. Thank you very much. I'm sorry to advise you that
we've just been summoned to vote, which is part of our responsibil-
ity here. So we're half way home, at least; we've finished four
votes. We'll take a 10 minute break while we go vote, if you don’t
mind. Thank you very much.

[Recess.]

Chairman Forp. Mr. Hou%\.

Mr. Hougs. Thank you, Mr. Chairman. I am Lawrence Hough,
President and Chief Executive Officer of Sallie Mae. I'm very
pleased to have this chance to speak to several important issues
concerning the guaranteed student loan programs.

Let me in by briefly bringing you and the other members of
this committee up to date on the role of Sallie Mae in supporting
postsecondary education. We have provided support for four out of
every ten dollars of guaranteed student loans outstanding today
through our purchases in the secondary market and our financing
of supporting lenders.

In addition, using the authority granted during the last reanthor-
ization, Sallie Mae has initiated a successful program of facilities
financing for educational institutions that has financed or support-
cle_d financing for 121 institutions at a total dollar amount of $1.6 bil-
ion.

Our review today of the Stafford program should start acknowl-
edging the successes of this Federal effort to provide student assist-
ance over the t quarter century. However, the Stafford pro-
grams’ past high level of effectiveness in fulfilling access goals is
diminishing. And without program change, I believe it will fall
short of meeting the challenges of this decade and the next.

These challenges are, indeed, enormous. Continuous escalation of
college costs is now a well established reality. In the school year
1997-98, although the number of students at colleges and universi-
ties will remain virtuallz unchanged from today’s level, their fami-
lies will need an inrvedible $50 billion more in resources than they
did this past fall.

While much of this amount will come from the natural growth in
family income, a very substantial amcant will only be met through
various financial aid programs.

To address the challenges of insuring broad access and maintain-
ing the flows of loan capital, we need to evaluate more carefully
the difference in need and outcome of students and their families
and tailor our existing framework of assistancz to reflect these new
circumstances.

Sallie Mae has begun such a review and has the following obser-
vations and suggestions. Increasing numbers of nontraditional
adult students seeking to be retrained are finding little support
from existing programs. We must do better to support the critical
needs for manpower development.

The present guaranteed student loan program is also poorly
suited to the special challenges of extending credit to students from
families with the lowest annual income. If educational qual‘is'
problems surrounding their quest for more education can be solved,
then a loan program supplement to the Pell grant with the poten-
tial for repayment terms which provide for yearly incomse related
cancellation could serve these students more effectively.

6S
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Middle income families also need more help in meeting college
costs. Present Stafford, SLS and PLUS programs will fall short of
meeting their needs as resource requirements soar to the levels I
cited earlier. For this group, we suggest a program through which
families would be encouraged to save for college and would be re-
warded by access to partially subsidized guaranteed loans,

We believe that by making savings a prerequisite for receiving
low interest loans, the tradition of accumulating significant
amount of savings for college could be rediscovered.

Mr. Chairman, the committee should also ensure that the pro-
gram works for borrowers, and not against them. In recent years,
we have witnessed an increasing number of instances where bor-
rowers are denied the opportunity to complete a degree or certifi-
cate program due to the closure of a school in the middle of an aca-
demic term.

All too often, the unfortunate victims of these school closings are
the students who, under current rules and practices, can not be re-
leased from their guaranteed student loan obligations even though
they never received the education they were promised.

We expect that there will be a rash of school closings in the
coming months when many of the high default schools lose their
eligibility to participate in Federal aid programs. Certainly, today
there are students enrolling in schools who, unbeknownst to them,
will not have the opportunity to complete their course work.

We believe the Congress should grant the Secretary the author-
ity to treat these borrowers differently than other loan defaulters.
We are convinced that the Federal Government must share respon-
sibility for institutional failures that occur within its student aid
programs and protect students who are caught in circumstances
they are unable to control.

Both Sallie Mae and NCHELP have recommended that the de-
partment adopt a policy which permits lenders to cease collection
efforts against borrowers whose schools close before they are able
to complete their academic programs. Our proposal would allow
the Secretary and the guaranty agencies to offer forgiveness of all
or a portion of a student’s indebtedness in school closing situations.

Finally, Mr. Chairman, in line with your committee's historic
oversight role of Sallie Mae, we are renewing our request for an
amendment to our charter which will merge our two classes of
stock into a single class of common stock. This one-share, one-vote
legislation was passed by the Senate in the last two Congresses, but
the underlying bills were never signed into law.

As the committee members will appreciate, this measure is rele-
vant to safety and soundness, and that improves our corporation’s
ability to raise capital and further ensures a broad base of voting
shareholders.

Thank you for this opportunity to appear before you today. I
would be pleased to answer any questions at the appropriate time.

[The prepared statement of Lawrence A. Hough follows:]
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I am Lawrence A. Hough, President and chief Executive officer
of the Student Loan Marketing Association. 1 am pleased to appesr
before you today as part of this committee’s deliberations on the

reauthorization of the Higher Education Act of 1965.
sallje Mae Activities

Mr. Chairman, let me begin by briefly bringing yeu and the
members of this committee up to date on the role Sallie Mae is
currently playing in supporting postsecondary education. Sallie
Mae’s student loan assets now total $42.8 billion. We have
financed four out of every 10 dollars of Guaranteed Student Loans
outstanding today through purchases in the secondary market and
warehousing advarces -- ceollateralized loans to lenders. In 1990
alone, Sallie Mae provided mere than $11.6 billion in support of
education loans, natr..nwide. Using authority granted during the
last reauthorization, Sallie Mae has launched a successful program
of facilities financing for educational institutions that has
financed or provided support to 121 institutions for a total of
more than $1.6 biliion. These funds have been used to refinance
existing debt related ro construction and renovation, to construct
new facilities, to acgquire new equipment, and to refurbish
facilities in need of repair. We are pleased to have become a Xey
player in ensuring that the infrastructure of American higher
education keeps pace with the demands of the 1990s and the next

century.
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But Sallie Mae is more than just numbers. Since the last
reauthorization, Sallie Mae has solidified its leadership role in
private sector efforts to finance postsecondary education. Sallile
Mae has been at the forefront of developing sophisticated products
that serve student loan lenders and provide better service to
schools and students. Sallie Mae’s development of a state-of~-the-
art student loan servicing system has enabled us to service, in-
house, more than half of the loans we own and provide a full range
of technical assistance products to lenders who want to participate
in the student lcan program but cannot afford the expense of
developing the unigue systems needed to properly originate and
service loans. Sallie Mae‘s leadership on the financial front has
allowed us to make credit available to education loan lenders at
compatitive rates and to enable guarantors and secondary markets to
obtain needed financing. The bottom line objective of these
efforts has been to assure qualified borrowers that they will be
able to obtain the funds they need to pursue their postsecondary

goals.

Sallie Mae’s "back room" expertise -- its unparalleled
knowledge of the operational and administrative aspects of student
loans ~- combined with its financial acumen and t'.e freedom granted
to it by the Congress, enabled the corporation to provide emer- -cy
financial assistance to the Higher Education Assistance Foundation

(HEAF) and assume management of its student loan portfolio. Sallie
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Mae’s management subsidiary, Minnesota Guarantor Servicing, Inc, is
currently administering the HEAF portfolio and is well into the
process of dispersing the HEAF guarantees among the other student
loan guarantors. This process is moving along smoothly and we
expect to meet the deadlines spelled out in our agreement with the

t.S. Department of Education.

. i on O .

The hearings today are one of a busy schedule of presentations
planned to ensure that, in your consideration of reauthorization
proposals, you will hear many perspectives from the widely
different constituent interests. In undertaking its review of the
Title IV programs, and the Guaranteed Student Lean Program (GSLP}
in particular, we balieve as oOthers have suggested already, that
this reauthorization should address the issues of access, quality,
and simplification. In doing so, the primary focus for evaluating
ideas presented in reauthorization must be the student, the most
important, yet often forgotten of the many postsecondary education
conatituents. Additionally, particular proposals must be evaluated

in light of their cost and reliability.

Any review of Title IV should start by acknowledging the
successes of the federal efforts to provide student assistance over
the past qQuarter century. In particular, the GSLP has been a

highly effective method of providing millions of students with the
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opportunity to attend the postsecondary school of their choice.

The program has successfully leveraged federal dollars by providing
nearly three times as much financial aid to students and parents as
it has cost the 1.S§. taxpayer in federal appropriations. However,
the GSLP's effactiveness in fulfilling broad access Yoals is
diminishing and, without program change, the GSLP will fall short
of meeting the challenges of this decade and the next. The loan
program’s ability to perform well is directly related to how the
GSLP adapts to the changing educational goals of the nation’s
students, their families’ ability to pay, and the quality and cost

of attendance of the institutions they attend.

The Changing Educational Goals of Students

while my data is imprecise, it is clear that increasing
numbers of students enrolled at postsecondary institutions, and
perhaps, mere impeortantly, increasing numbers of would-be students,
are seeking to be retrained. Thev represent the generic types we
all have heard from: single parents already balancing family
responsibilities and current employment, while seeking to improve
their earning capability with additional education; laid-off blue-
or white-collar workers seeking a new profession; older citizens
who, before reentering the workforce, wish to sharpen the skills
acquired fifteen or twenty years earlier. For a number of reasons,
the present GSLP is not well-suited to these would-be students. In

fact, the rules of the present program force prospective students
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into higher cost pregrams and away from community or evening
college programs. The current system does not take into account
the nuances of these students’ educational careers, such as
periodic interruptions in study, less-than-half-time study, or the
nead to take courses simultaneocusly at multiple institutiont.

There are better ways to meet the needs of these aspiring students.
As the nation addresses the broad challenges of strengthening its
workforce through retraining, a re-tuning of the GSLP could make it

an important contributor.

No matter whether the student’s educational goals are a
traditional four-year or graduate degree or a vocational or career
oriented program, students and families across this nation must
confront, head on, the problem of gathering together the required
funds to pay the costs of attendance. Today, nearly all families,
regardless of economic cendition, cannot meet college costs without
some form of credit assistance. Fundamental to the success of the
access and choice goals of public policy is the moment of truth
when the student/family consumers evaluate available credit
assistance alternatives and, based on that evaluation, determine in
what school or program of study they should make their educaticnal
investment. From the federal perspective, we should evaluate more
carefully the differences in nceds and outcComes of students and
their families and tailor the existing framework of assistance to

reflect these varying circumstances.
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The Risina costs of Education

The continuous escalation of college costs is now a well-
established reality that all of us in or around the higher
educucion industry are confronting. This pattern of cost increase
is nearly the same whether one examines the private or public
sectors. At the time of the last reauthorization in 1986, the
average undergraduate public and private school student budgets
were $5,300 and $10,600 respectively. Tuday they are $7,000 and
$15,000. When we next face reauthorization in 1997-98, the average

costs may be as high as $12,000 and $21,000.

Looking ahead to the next reauthorization, the school
population will be remarkably unchanged The total enrollment in
postsecondary education is 13.5 million today, and is projected to
be 13.92 million in 1997-38. Compare this relative stability to the
dramatic increase in funds needed to pay the costs for these
students. By merely looking at enrollments and cost projections,
we see that in 1997-98 the nation‘s students and their families
will need approximately $50 billion more in funds than they did
this past fall. Over the course of the five Years following this
reauthorization, they will need as much as $150 billion in
additional financial resources. Obviously, this need will be met
in various ways as it is distributed across family incomes. For
families in the lowest 20-25 percent of annual income, very little

of the needed increment will come from income eXcept as provided by
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the student. In the middle group, where our present need analysis
system provides some eligibility for state, federal, ard
ingtitutional support, much more of the incremental resiources will
be expected to come from the already extraordinary contributions
made from day-to-day income sources. At the higher encd, though the
bite will clearly be more difficult to manage, additional needed
funds will probably be found through income, investments, or
borrowing, with very little support from federal sources. As
presently constituted, little of the $150 billion in estimated
incremental resources is likely to come from the existing federal

loan programs.

Meeting the Needs of Low-Income Famjlies

The student borrower from a family with low income has become
the "typical®™ Stafford loan recipient. At the lowest end of this
group, program data indicates higher than average loan default and
higher than average Progranm drop-out experience. In addressing the
needs of the lowest-income families, we must acknowledge that the
present GSL program is poorly suited to the special challenges of
extending credit to this segment of the student population.
Moreover, as a consequence of the impact of high default levels
from higher risk borrowers, the Stafford program has suffered in
the eyes of the taxpayer. And, it is clear to us that students
have suffered as a result of the nearly constant efforts to fet the

program straight. It is too early to tell what effect recent

~J
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statutory changes in program rules and school eligibility
requirements will have on the long-term health of the program and
on student access. We believe that it ma¥ be time to look
specifically at serving the post disadvantaged students in a unigue
manner and to design delivery concepts solely for this set of
students. We suggsst that if the gquality problems of curriculum
standards, ability to benefit selection, and academic progress
monitoring are addressed first, then a lecan program supplement to
the Pell Grant, with the potential for repayment terms which
provide for yearly, income-related cancellation, could serve these

students more effectively than the current approach.

Assisting Middle-Income Families

The middle-income student represents a second focal point in
this discussion of choice and access. Sallie Mae is aware of the
growing sentiment that middle-income families need more help in
meeting college costs. As the following excerpts from House Report
89~621, which accompanied the Education and Labor Committee’s
version of the Higher Education Act of 1965, illustrate, concern

for middle-income families has long been a focal point of the GSLP:

College costs in this country have now spiraled to a
peint at which it is net just the very needy who require
financial aid. Many students from middle-income families

are alsc finding it difficult to meet the increasing costs of
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The report quotes the Commissioner of Education who explained
that, according to the need analysis formulae in place at that
time, college costs could eat up as much as one-guarter of the
available income of a family with two children in college. He

added,

Ta cite these facts is not to contend that these middle-
income families should be relieved of responsibility for
paying the costs of higher education for their children.
it is rather to suggest that this heavy concentration of
expenses should be spread out over more than the four
years of college through the "loan of convenience"

described in Part B of Title IV.

That middle-income "loan of convenience® has become a "loan of
necessity" for a growing number of low-income families and
students. Many middle-income families do not qualify for Stafford
loans and are restricted to borrowing through the non-subsidis
PLUS program on behalf of their children. 1In today’s college
market, the aggregate $20,000 available under PLUS does not buy a
four-year college education at most schools. Parents and students
have been forced to invade retirement funds or use up the equity in
their homes in order to fill in the gap left between federal

resources and the costs of college. Alternatively, other families
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have lowered their expectations and reluctantly concluded that the

school of choice is simply not an option.

To restore more beneficial support to these families, two long
recognized deficiencies of the system of evaluating need require
change. First, proposals of the type offered by members of this
committee, and by the National Association of Student Financial Aid
Administrators (NASFAA) and the College Board, to modify the
treatment accorded home equity in the Congressional Methodology
should be adopted. If the family has invested in its own home, a
portion of the equity in that home is assumed to be available to
help meet college costs. Second, under the current need analysis
formulae, middle-income, home-owner families are doubly penalized
for being thrifty and for planning ahead for their children’s
education. If the family has foregone vacations or luxury items in
order to put a fow dollars aside to enable their children to attend
college, then their eligibility for federal aid is reduced in
proportion to the amount of their thrift. Currently, the need
analysis system .ot only penalizes savers, the national publicity
on this *savings tax" has led many families who do save to omit
those assets from the financial aid form or place them in '‘uiec name
of a relative or other person vho is not subject to need aralysis.
We envision a program that will reward middle-income parents for
looking ahead to the future and reduce the dependency of these
familias on high cost loans as the means for meeting college costs.

Under such a program, families would be encouraged to save for

10
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college and would be rewarded when the presence of student/family
savings open up access to partially subsidized, guaranteed 1-ane.
If saving were & preraequisite for receiving low-interest lgans,
maybe this traditional middle-class value could be rediscovered and

integrity could be restored to the student aid application process.

The Consequences_of Schoeol Closures

Mr. Chairman, in recent years we have witnessed an increasing
number of school closures in the middle of an acadenmic term. The
unfortunate victims of these school Closings are the students,
including those who, under current rules and practices, cannot be
released from their Guarameed Student Loan obligations even thoujh
they never received the education they were promised or are owed
refunds by the school which, if made, could reduce or eliminate
their loan debt. In the near-term, we expect that more and more
borrowers will be caught in this circumstance. Later this month,
more than 300 schools will receive notices that, due to thei:r
excessive default rates, they will no longer be eligible to
participate in federal student aid programs. Many of these
schools, which are dependent on the aid programs as a source of
tuition revenue, will cease operations. We are certain that there
are students enrolling at these schools today who will receive
Guaranteed Student Loans but will not be able to complete their

aducational programs.

1
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In addition to borrowers, lenders are also left with
unexpected liabilities in the case of school closings. As the
program is administered today, lenders are nhot in a position to
provide relief for these borrowers and instead are required by
federal and guarantor rules to proceed with normal, diligent
collection efforts. Many of these borrowers do not repay,
eventually default and, in the normal course of events, insurance
claims are honored by the guarantor and appropriate reports are
made to credit bureaus. However, in some cases, in order to defend
themselves, borrowers initiate lawsuits against the bank and the
quarantor (in addition to the school), and claim to have a legal
defense against repaying the lcan {e.g., because they did not
receive the education they were promised). To make matters worse,
in connection with some of these suits, the Department of Education
attempts to side-step its reinsurance obligation by, in effect,
attributing the school‘s failures to the lenders and holders, even
though they had no responsibility for the school closure. They do

this by declaring the loans uninsured.

It seems to us, Mr. Chairman, ths someone should be leooking
out for the students who will find thewselves caught in the coming
rush of school closings. We are disappointed that the Secretary is
not taking the lead on this issue. On May 29, 1991, Undersecretary
of Education Ted Sanders informed this committee that the
Department does not have the authority to treat borrowers who do

not repay their loans after having been caught in closed school
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situations any differently than other ioan defaulters. While the
Department’s Inspector General pointed out, at that time, that ED
has the authority to assist borrowers who are victims of school
fraud, that will probably not suffice. We believe that Congress
should direct the Secretary to assist these borrowers and help then
avoid the consequences of being mis-classified as loan defaulters.
Yes, it will cost the federal government some money o relieve
these borrowers of their indebtedness, but theres is no escaping the
fact that this is a federal responsibility. ultimately, the GSLP
is a federal program which certifies schools as "eligible” for
participation in the program. porrowers and lenders rightly rely
on that federal approval and should not be left on the hook for
circumstances over which they have no control. As long as the
federal government allows schools in shaky financial condition or
with poor quality programs and high default rates to participate in
the GSLP, the federal government must be willing to deal fairly

with the economic conseguences of that participation.

We siaggest that Congress direct the Department to adopt, for
guaranty agency programs, the model that has been in use for FISL
insured lcans for many Years and was offered by Sallie Mae and the
National Council of Higher Fducation Loan Programs in response to
the Department’s November 20, 1990, Notice of Proposed Rulemaking
on the GSLP. Under *this pruposal, when a guaranty agency or the
Secretary learns that a school is closed, loans made to students to

cover an uncompleted academic term would be immediately submitted
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to the guaranty agency for insurance payment. These leoans would
not be considered to have defaulted and would not count against a
guaranty agency’s reinsurance "trigger” rate. GQ(uaranty agencies,
in consultation with the Secretary, would then review these loans
and determine if the borrower shoull still be liable for all or a
portion of the debt -- based on the education received and the
circumstances of the school closing. Loans that were deemed to be
vaiid obligations could be repurchased by the lender who would
perform normal cnllection efforts. Adoption of this process will
bring a new degree of fairness to the GSLP and a recognition that
the federal government does indeed have a responsibility to assist
students who have relied on a government imprimatur in assuming
debt and to treat fairly the lenders who have undertaken to finance

them.

Assuring the Stabjljity of the Guarantee System

All providers of private capital for the GSLP have a
heightened concern these days for the stability of the guaranty
agency system. Any threat to the insurance that is the foundation
of GSLP lending is a threat to the continued viability of the
program. Fven the perceived potential for loss has an adverse

impacst on participation and investment.
Sallie Mae supports efforts to increase government oversight
of quaranty agency financial reporting and to establish more public

14
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accounting of the accumulation and use of reserve funds. Providing
for timely, standardized, and thorough financial reporting of the
guarantor and its auxiliary activities, such as servicing or
secondary market support, would bring to bear on their activities
the benefits of market discipline. We join with the Consumer
Bankars Association and the American Bankers Association in their
calls for the establishment of a standing contingency plan for
protecting loan guarantees in the event of a guaranty agency’s
inability to meet its financisl obligations. At a minimum, the
Secretary should be required to step in immediately and honor the
loan guarantees issued by a troubled guaranter until a permanent
solution is reached. We also applaud the attention reflected in

the President’s 1992 budget submission on this subject.

Enhancina the Consolidation loan Program

Mr. Chairman, we would also like to take this opportunity to
urge the extension of the loan consolidation program authorized by
the Higher Education Amendments of 1586. This program has been
extremely popular with borrowers and has successfully enabled many
students to better manage their student loan repayment obligations,
thus, avoiding unnecessary loan delinguencies and defaults. As of
May 31, 1991, Sallie Mae has consclidated nearly $2 billion in
loans for more than 122,000 borrowers. The default rate on
consolidation loans held by Sallie Mae is significantly lower than

for the GSLP as a whole. Borrowers will continue to need access to
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congolidation lecans as college costs continue to rise and as

program loan limits are increased.

Based on our experience as a consolidation lender and comments
made to us by consolidation borrowers, we have developed a number
of suggestions for improving the consolidation program. These
ideas were originally transmitted to this committee on April 8,
1991. Permit me to highlight three of these ideas for you: First,
we believe that the repayment period on smaller balance
consolidation loans (locans with balances between $5,000 and
$10,000) be extended frem ten to twelve years. Because most
consolidation borrowers pay a higher interest rate after
ceonselidation than they did on their underlying loans, we believe
some extra repayment relief, in the form of a longer term, is
appropriate. Second, we helieve that spouses should, if they so
choose, be permitted to conscolidate their debts jointly. This
provision would reflect the fact that more and more young couples
are entering married life with two sets of student loans. By
allowing them to merge these obligations, the family would be
entitled to a longer repayment term and would be better able to
meet their repayment obligations. Third, we believe that loans
that have previously been defaulted, but which the borrower has
converted to good standing through regular repayment, be permitted
to be included in consolidation loans. Borrowers who have
experienced repayment difficulties at the beginning of their post-

academic carcers but who have subsequently acquired the means to
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repay their loans should be further encouraged to repay their loans
by being afforded the opportunity to take advantage of the
consolidation program. With these revisions, the consolidation
loan program will provide even greater financial relief to

borrowers and their families.
sallie Mae Charter Amendments

Lastly, Mr. Chairman, we have this year renewed our reguest to
merge our two classes of stock (one voting, one non-voting) into a
single class of common stock {the one share-one-vote amendment toO
our charter). This legislation was passed by the Senate in the
last two Congresses, but the bills which it was part of were never
signed into law. The one-share, one-vote measure is relevant to
concern regarding the safety and soundness of Sallie Mae, in that
it improves the cerporation’s ability to raise capital and further.

it ensures a broad hase of voting sharehelders.

Thank you for this opportunity to appear befrnre you togday. I

would be happy to answer any questions,
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Chairman Forp. Mr. Joe Paul Case.

Mr. Case. Thank you, Mr. Chairman. I am Joe Paul Case, and I
am Dean of Financial Aid at Amherst College. I'm also a member
of the reauthorization task force of the National Association of Stu-
dent Financial Aid Administrators, NASFAA.

It is a pleasure to have the opportunity to express the views of
NASFAA and its nearly 3,300 members on changes that we believe
should be made to the guaranteed student loan programs.

Let's recall the original purpose of the loan program. Representa-
tive Edith Green said in 1965 that the GSL program was designed
primarily for those students who come from middle income fami-
lies. Needy students are now relying on the loan programs that
were not designed for them.

We need to reverse that trend in reauthorization. This is the
most critical challenge you face after the issue of program integri-
ty. There are problems with the GSL programs, and NASFAA
wishes to be constructive in helping the subcommittee in the reau-
thorization process,

We need, however, to step back from the problems in the loan
programs to remember that they are working and are working
well. Since the inception of the GSL programs, over $100 billios
has been lent, which represents some 48 million loans, with nearly
91 percent in repayment or paid in full. These loans represent aspi-
rations fulfilled, career goals achieved, and studies completed with
degrees awarded.

To meet individual credit needs and to allow for adaptability in
institutional aid policies: NASFAA recommends increasing the
annual maximum loan limits to $4,000 for first and second year
students, $6,000 to other undergraduate students with an under-
graduate regate maximum of $26,000; we recommend the
annual graduate maximum be raised to $10,000, with a graduate
aggregate maximum of $50,000. These maximums would applﬁ to
both the Stafford and SLS loan programs. We suggest for the PLUS
g{gﬁr&;g annual limits of $20,000, with an aggregate set at

We can not predict whether college costs will level off or contin-
ue with increases beyond the CPl. We suggest the necessity for
these increases to meet the credit newds of students and parents
whose loan limits have not been changed in 5 years while college
costs have risen and may rise through the 5 year period of an ex-
tended loan.

Higher loan limits will help reduce the problem of multiple
loans, especially for students who continue on to graduate or pro-
fessional studies. Currently, students may find they must borrow
from the Stafford, SLS and Perkins loan programs to meet their
college expenses. With higher loan limits, the borrower in repay-
ment may need to write only one check a month instead of several,
thus reducing confusion and errors.

Next, NASFAA recommends that institutions be allowed to es-
tablish lower institutional loan limits than those prescribed in stat-
ute. We believe that this change will give institutions the flexibil-
ity to design policies to meet local campus conditions.

Two, also related to our recommended increased loan limits,
NASFAA suggests extending the current 10 year repayment period
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to 15 years to make debt burdens more manageable. The 10 year
repayment has not been changed since the inception of the pro-
and it is time to make this change for students.

Three, NASFAA recommends the consolidation of the deferment
g;ovision for student loans in three deferment categories, those

ing an in-school deferment for half-time or greater attendance,
an unemployment deferment for up to 2 years, and a temporary
total disability deferment for up to 3 years. Currently, there are 13
different deferments authonzeJ‘ by law. Confusion is the result.

Mat:g' of the deferments do not apply to past borrowers, which
created equity problems, and many deferments affect only a limit-
ed number of individuals.

Finally, we are aware of no evidence or studies that indicate
such deferments change the actual academic choices or career ob-
jectives of students. We believe that simplification of the deferment
process will help curb technical defaults. These are students who
go into default despite their good faith efforts to understand and
obtain a deferment.

We fully understand the expense that is involved in our recom-
mendations. NASFAA believes it is important to suggest modifica-
tions in the Act which will not only reduce the program costs but
also represent sound public policy.

We suggest the following. Four, SLS eligibility should be limited
to graduate and ;Lrofessional students and to undergraduate stu-
dents whose eli%'e ility is established through professional judg-
ment. NASFAA believes that SLS loans have been utilized too fre-
quently by some undergraduate students and should be used only
as a last resort for these borrowers. Although NASFAA believes
that much of the inappropriate usage has already been curbed by
legislative means, we make this recommendation as an additional
safeguard.

Five, we believe it is appropriate to establish an 8 percent Staf-
ford loan interest rate while the student is in school and for 4
years of repayment, and then change to an annually set fixed in-
terest rate based on the 52 week T-bill plus 3.25 percent, capped for
student borrowers at 15 percent.

NASFAA strongly believe that the in-school intrasubsidy is still
an important component for providing access to education and
should be maintained. NASFAA feels that this is a reasonable cost
containment approach, given the low interest rate and the likeli-
hood that a borrower will be in a better financial position 4 years
after repayment begins.

More importantly, NASFAA feels that the Federal money saved
w this change in subsidies can be used to fund granrtea;;:igmms.

ijth grant aid for needy students substantially inc , they
would not have to borrow so much or at all to finance their educa-
tion, and would not be adverse}{Aaffected by these changes.

And in that regard, NASF strongly urges the Congress to
change the funding structure of the Pell grant program by creating
an entitlement for students, and also urges you ‘o increase substan-
tiallg the maximum award.

Adoption of our Pell grant recommendations will allow reestab-
lishment of the program as the foundation of Federal student aid;
will help reduce unwise borrowing by many lower income students
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who should be supported by grant aid; will assist in the reduction
on defaults, thereby saving the government monies needed to fund
the Title IV grant and work programs; and, most importantly, will
provide a prudent policy to support and assist students and their
families as they finance their education.

We would also note the committee, as a part of its default legisla-
tion in 1988, approved making the Pell grant program an entitle-
ment.

NASFAA looks forward to working with you to ensure that stu-
dent and parental credit needs are met, to help them pay for col-
lege, that costs in the Federal loan programs are reduced, that
complexities are reduced, and that tax dollars are protected.

I would be pleased to answer any questions you may have, and
thank you for the opportunity to testify,

[The prepared statement of Joe Paul Case follows:]
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Mr. Quiman and Mcmbers of the Subcommittee, my name is Joe Paul Case and I am Dean of
Financial Aid at Amherst Coliege. Currently, 1 am also 3 member of the Reauthorization Task
Force of the National Associaton of Student Financial Aid Administrators (NASFAA). 11 is indeed
2 pleasure 10 have the opportunity to appear before you today to expnoss the views of NASFAA
and its nearly 3,300 members on changes that we belicve should be made 1o the Guarax;lccd
Student Loan Programs (GSL). The goals of our joan recommendatic..s, in combination with our
other Title IV proposals, are 10 reduce student loan defaults) to ensure that these Programs not only
meet the credit needs of students and parents, bul, atso do not overburden students with deMs: and,

a1 the same time, to guard against those fow who would defraud and abuse the sysiem.

Let us recali the original puspose of the loan program. As fonmer Subcommitice Chairwoman Edith
Green said on the House floor in 1965 during debate on the earliest Higher Educaton Act, the
GSt. program “‘was designed primarily for those students who come from middie-income families.”
Ten years of underfunding and cuts in the grant programs have, in part. contributed o students
relying on the federal loan programs that were not designed for the type of bonowers currently in
the program. K is n0 wonder that default and subsidy costs have skyrocketed  As a profession,
student financial aid administrators arc dismayed by the amount of bormowing that has teen forced
on studenis recently.  'We need to reverse that trend in this Reauthorization.  This is the most

critical challenge you face after the issue of program integrity.

Cenainly, there are problems with the Guaranteed Student Loan Programs and NASFAA wishes to
be constructive in helping the Subcommittee in the Reauthorization process A number of
NASFAA's rcommendations are identical or similar to those recommended 1o the Subcommutice
for consideration by the Department of Educaton, the Department's Inspector General, the General
Accounting Office. and by Senator Nunn's Subcommittee on Invesw, ations repont. But, other

proposals we make strike out in new and controversiat directions
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2
I intend 10 discuss our specific recommendations for helping reduce Joan defaults later, however, we
nedwmpbﬂmmepmummutlompmgnmsmmmwmuxmemmm
finsncial assistance loan programs are working and are working weil. Over 10,000 lenders
pasticipate in the loan programs. As estimated by the Department of Education in FY-92
mmm4.7mmmmmmummwmsu.4mmonmmmm
postsecondary education. Further, the average undergraduate loan is $2,425 and the avermge
graduate loan is $5,747. Also, since the inception of the GSL Programs, over $100 billion has
been fent through FY-89 which represents some 48 million loans with nearly 91 percent in
repayment or paid in full.

Al my own campus, nearly S00 siudents borrowed in excess of $1.1 million in 1990-91 1o provide
an average loan of $2,300 to help pay their coliege bills. Further, at Amherst 72 parents bomowed
$251,000 in PLUS loans.

These are impressive figures, both nationally and &t my collcge, but 1 believe even more impressive
is the educational opportunity provided 1o those individuals who receive student Joans. The fact is
ﬂmhwlﬁstoryofu:pmgmn.himmofdﬂmmlomhavcbemmm&Mmmionsofm
am being repaid or have been repaid.  These loans represent aspirations fulfilled, career goals
achieved, and studies completed with degrees awanded.

Federal sedent Joan programs have nn international comparison and our nation is richer for them.
Even with news of the problems in American education, student loans have help provide us with an
cducated citizenry that contributes (o our economic competitiveness, national defense, research and

development agenda, healih care system and so many ofher aspecis of our national life and well-
being.
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CREDIT NEEDS AND FLEXIBILITY

To meet both students’ and parents’ credit needs and [ allow for adaptability in inditutional

student aid policies, we urge the following:

(D) NASFAA recommends increasing the annual snaximum loan imits fo $4.000 for first amnd
second year students, $6,000 to ather undergraduate students with an undergraduate aggregate
maximum of $26,000. We also recommend the anmual graduate maximum he mised 1o $10,000
with a graduate sggregate maximum of $50.000. These maximums would apply 1o both the
Sufford Loan and SLS programs. NASFAA's recommended aggregate total for the Stafford, SLS,

and Perkins loan programs would be $52.%0 for undergraduates and $115.000 for graduate

students.

We funther recommend tor the PLUS Program. the program availahle 1o parenis, annual hmits of
$20.000 with an apgregate Iovel set at $1000XK  NASFAA concludes that such PLUS limits are
appropnate with the further protecion that credit checks are conducted. that funds are ¢ather
ekeetronically transferred 1o the institution or checks ae made co-payable 1o the mnbution and the
parent borrower, and that the loan proceeds are multiply disbursed.  This change would aflow niany
creditwonhy parents 16 borrow up Lo the tull amount of their Expected Family Contribution . We

propose mereased loan fimits for these reasons.

if you have recently pard for a postsecondary education for your chuld, then it will be of tittle
surprise that there have been increases mtuition, fees, books and supphies, room and board
expenses.  For example, the perent change from 1980-81 to 19%9-90 (est) in pastsecondury
education’s cost of attcndance roveals increases of 133.9 pescent for prvale umversities, 12302

percent far private four-year colleges, 105.3 percent for public unrvenstties, 108 2 percent for public

94

O

RIC

Aruitoxt provided by Eic:



O

-ERIC

Aruitoxt provided by Eic:

90

4
four-year colleges, and 72.5 percent for public community colleges. These figures mpresent the
average cost to students rater than the average charge by instittions.  The personal per capita

income of Americans rose by only 77.0 percent over that decade.

Consequently, we suggest the necessity for these increases in the maximum and aggregaie loao
amounts since they will mect the credit needs of students amd panents whose foan limits have not
been changed since the last Reauthorization at the same time college costs have risen dramatically.
We cannos predict with cenainty whether coliege costs will fevel off or continue with increases
beyord the Consumer Price Index as they have at times in the past. Perhaps to you, our
recommendations would increase loan limits by what can only secm (o be large amounts, but at the
conclusion of this reauthorization cycle, ear the year 2000, these may be deemed s modest

amounts depending on what a postsecondary education cosis students and pasnts

Higher loan timits will help reduce the problem of multiple loans Currently, students may find to
meet their financial need they must borrow from the Stafford, SLS and Perkins loan programs io
meet - college expensts.  These multiple foans ryuire such a former student to write three
different loan checks cach month, With higher foan limits the borrower i repayment may necd to
only wnte ope check @ month, thus reducing confusion and ¢rrors. This change could e of

sigraficant help, especsally for those individuals who conttnue on to graduate or profeasional studics

Funher, our recommendations must be conuidered as nterrelated. sinve NAS! AA mukes
recommendations for increased grants for nevdy students, reduced student chmtniny for the loan
programs in somc cases and decreased feders! nterest subsidy and program costs 1wl discuss

further i this testimony a number of these proposals

(23 In conpunction with our Rcommended mereased Toan imits for the Ciuaranteed Student Loun
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Programs, NASFAA'S recommendations would also establish reduced annual loan hmits for three-
quarter and half-ume students  In addibon, NASFAA pcommends that insttutiomy be allowed 1o
esiablish lower institutonal 1oan limis than those preseribed in stamte.  This would mean. 1f the
Congrers adopted our proposals for higher Joan annual and aggregale maximums that, for example,
an instirution may decide that for jts students in the Staf“ord Loan Program that the insttution
would have & $2,700 annual himit for the finst two years of schoal, 3 $4400 annual himit for the
next two years and a $17.400 aggregate undergraduate limil, rather than ous recommendation for a
$4,000, $6,00C, and $26,000 annual and aggregare limits respectively. We believe that these
changes are necessary 1o prevemt cxcess bormowing and the potental Jor default o centain
instirusons and give innstubons the flessbihity to design palicies 10 meet Jocat campus conditions

and packaging objectives

I would also note that as a result of fast year's Reconatiation Avt sinancial aid adenimstostons e
the authonty to deny or reduce the amount of  student’s foan in COmann dnuondanies NASFAA
supported this provision and behicves tut it will be a usefud ol for msbitelionsy Wouse e detapl
prevention. We appreciate the Congoeas™s swallingness to prant us this authontsy i the tae of
oppositian from the Admuustratton and otherr We well undentand 10 fepel @ shdent's Toan or ta
reduce the amount of fas or her foan can mean the ifferenee etween cimitment or pot Our job,
as we See if, 18 1o facihitate o sudent’s attendamee, but At i s BB, SO shadent e shooh oo
borrow ard ot studenis, we know because they are foolish enourh 1o el o, ntend o wse e
ioan proceeds for noneda aton related expenses or tetl us they atend fo delauft SWe Lontie (o
support tus change because LS msttutons anc 10 be responsible for ion delasdt nies, NASEAA
boehieves that this provision will provide them with g tool 10 actevoly mahuee stwdont hoag
indebiedness and wd pachaging policies . We do not mean to sogpest that s will be g i
buliet™ which sl sobie the default problem. but as wid admistraans heonme more sowosiomed 1o

uang this suthonty, then, we bebieve Bime and future esaluation, will best show s cltnacy We
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are very hopeful.

(3) Also related 1o our recommended increased loan limits, NASFAA suggests exicnding the current
10 year repayment period 1o 1S years 1o sccommodate borowers who 1ake advantage of these
increased loan limits. NASFAA belicves that this change is necessary 10 ensure that bormowers will
be able 1o afford the higher monthly loan payments associated with such increased borowing.
Keeping monthly repayments affordable for borrowers will keep the incidence of default at a
minimum. The 10 year repayment has not been changed since the inception of the program and it
is time 1o make this change for sfudents. As an example, let us say that a student borrowed
$40,000 2t 9 percent. This borrower, having to repay their foan in 10 years, would have a monthly

payment of $506.71 contrasted to paying only $405.71 over 1S years.

(4) NASFAA recommends 3 consolidation of the deferment provisions for student loans into three
deferment calegorics, hose being a) an in-school deferment for half-time or greawr atiendance; b)
an unemployment deferment for up to two years. and <) @ icmporary total disability deferment for
up to three years, Cumenty, there are 13 different deferments authorized by law. Confusion is the
result. Many of the deferments do not apply o past borrowers, which creates equity problems. and
many deferments affect only a limited numbers of individuals. Finally. we are aware of no
evidence or studics that indicate such deferments change the actual academic choices or caneer

objectives of students

We belicve that simplification of the deferment process will help curd *technical defaults,”” that is,
in most insances, students who go info default despitc their good faith efforts to understand the
deferment categories and obtain 8 defermem. Along these lines. NASFAA also suggesis rescinding
the curent requirement that a student enrolied on at least 2 half-time basis must bopow agatn 1n

order 1o obwin a deferment.  Consistent with the NASFAA's broad policy goal of reducing reliance
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on loans, we believe it makes no sense to require a student to bomew another Toan in order to
receive a deferment on 3 previously borrowed loan, provided the student is enrolled at the
appropriate level.

Finally, NASFAA recommends allowing deferments for an individual anending an institution
eligible for Title IV aid but which does not participate in the Pant B programs. NASFAA belicves
that an individual student should receive a deferment if that student’s institution participates in any
Title IV studem assistance program, even though the institution may not paricipate in the Statford
Loan Program.

REDUCING COSTS

We fully understand the expense that is involved in our recomimendations for ymprovements in the
loan and the grant programs 1o serve deserving students und parents. NASFAA belicves it is
important 1o suggest modifications in the Higher Education Act which not only will reduce program

costs, but also represent sound public policy. In this catcgory we suggest the following:

(5) We believe it is appropriate to cstablish an 8 percent Stafford Loan interest rate while the
student is in-school and through four years of repsyment and then change 1o an annually-set fixed
interest rate based on the 52-week T-bill plus 3.25 percent, capped for Student borowers at 1§
percent.  If the market rate goes below 8 percent, the inferest rate remains the same and the surplus
would go to help offset default costs. NASFAA strongly believes that the in-school interest subsidy

18 still an important component for providing access to education and should be maintained.

This type of intcrest rate «ietermination is fcasible from a technical standpoint, yet should not be

not overly confusing to spdests or po more confusing than the current policy changing from 8
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percent to 10 percent. The maximum imercst rate for students is set a1 15 percent 1o protect
stodents from pesiods of super-inflation. There is no interest rate cap for lenders. The provision
would apply ® all new loans made for periods of enroliment beginning on ot after July 1 of the
yess following enactment of the new law.

Sio.e cost containment in the student sid programs is a major issue, NASFAA feels that this i8 3
rmwmmstmmmmmu«ummwmmmmu
in better financial position four years afier repayment begins. More importantly, NASFAA feels
mmwmmwmmmmﬁummwﬂMyNMwﬁm
grant programs for needy students. If grant aid is substantially increased, needy students would pot
htvembnnwmmuah.orndhtoﬁnmthdreducwm\.andwouldnolbcndwnsclyaﬂ'eaed
by these changes.

(5) We recommend an incresse in the interest rale cap in U SLS and PLUS programs to IS
percem from the current 12 percent cap. This proposal reduces federal costs in these programs in
the event of high interest rates to assure 8 continued federal commitment o funding need-based
grant programs for students. NASFAA makes this recommendation in conjunction with the
recommended increased loan limits in the need-based Stafford Student Loan Program.  If these
increased loan limils are adopted, then needy students who must borrow will be able to do so under
the federally subsidized Stafford Program (and in some case, the Perkins Loan Program) and will
not be adversely affected by the increased cap in the event of high interest rates. Assuming also
that gram assistance is significantly increased for noedy students, borrowers under the SLS and
PLUS losn programs will he students and families who do not need federal subsidies and, therefore,
can be expected to ahsorb 8 greater share of increased interest cosis in the cvent of high interest

rates.
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() The current law specifics a $50 monthly minimum repsyment. We suggest incressing the
required minimum monthly repayment to $75 for new loans to account for inflation and to
comrespond with NASFAA's suggested increases in loan limits. In addition, given NASFAA's
suggested increase in the repayment period to 15 years. the suggested increase is necessary to save
interest costs for bommowers who enter repayment with relatively low aggregate loan amounts.

{8) We suggest that the Congress consider establishing origination fees of S percent for SLS loans
and 3 percent for PLUS loans. NASFAA recommends these origination fees in the SLS and PLUS
programs as an cffort 1o defray the cost of defaults in the Guaranteed Student Loan Programs.
Reducing the overall cost of the Part B loan programs will enable the federal govemment 10
apportion increased funds into the federal grant programs, such as the Pell Grant and Supplemental
Educational Opportunity Grant programs. Further, if NASFAA's suggested amendments raising loan
fimits in the Stafford Student Loan Program and limiting undergraduate student eligibility for SLS
Toans are enacted, then enactment of this provision will have a very limiled effect on needy

undergraduate students,

{9) SLS eligibility should be limited to graduate/professional students and 10 undergraduate students
whose cligibility is established through professional judgment. NASFAA belicves that SLS loans
have been utilized too frequently by some undergraduate students and should be used only as a last
resont for these borrowers,  Although NASFAA believes that much of the “iappropriate”® usage

has already been curbed by legislative means. we make this recommendation as an additional
safeguard,

(10) NASFAA would ask the Congress to suspend from cligibility for Pan B loans any
incarcerated student. The current law and regulations allows, under cenain circumstances,

incarcersted individuals to reeelve 8 student loan. We belicve this is nesther wise public policy. nor
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10
does it serve the best interests of the incarcerated individual who upan release will have a difficult
enough trensition without having to wosTy sbout repaying a student loan. We make further
recommendations regarding the eligibility and financing the education of those scrving time in

prisons, but do not suggest their tolal elimination of eligibility from all the Title 1V programs.

(11) We mcommend increasing the criminal penalties associated with the continuing problems of
fraud and abuse. NASFAA belicves that, in addition to reinforcing institutional administrative
requirements and increasing funding for Education Depanment adminustrative monics to oversee the
programs, it is also necessary to sirengthen the Department’s disciplinary authority through
sppropriate increases in the penaltics associated with fraud or abuse. We suggest doubling the
financial and imprisonment maximurms 1o act as a delesrent for those few who may abuse the
system. We funher suggest that any funds received as 3 result of these provisions or other
administirative or criminal fincs, be retumed for alfocation to students under (he Pett Grant Program,

or he utilized by the Department for admimstrative purposes, mther than reverting to the Treasury

(12) The Income Conungent Loan Program demonsiration project has not proved it worth and

shouid be not be reauthonsed.

DEFAULT PROPOSALS

1 want to address the topic of sMudent loan defaslts which is one of the most important arcas you
will face in this Reauthorization. Every Member should be aware that the steps aready taken o
reduce Student loan defaults arc working and more recent changes need to be given a chance to
work. The mindset that 0o many bormowers once had that they could default on their Toan
obligations without vonsequence 15 disappeaning.  Student borowers nuw kiow that theit enedit

ratings will be affected by a loan default, that their federal income tax refunds can be withheld to
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pay for 2 defaulted loan, and that they face not only efforts to collect thelr debis by collection
agencies, but that the Justice Department will prosecute them.

There are cases in which iidividuals have gone to closing on the purchase of a home and a Student
loan default on the reconds has prevented them from oblaining a loan for that home. U.S.
Anomeys in Philadelphis have secized the automobiles of a handful of professionals who refused to
acknowledge their college loan debts. Imagine yourself in the position of these individuals who
have defsulted and, subsequently, find that they cannot close on their new homes, that their car is
not in the driveway one evening, or that the tax mefund they were expecting will never be issued.
These measures are harsh, but for those who blatantly sbuse the govemment-backed student loan
system, these remedics are necessary and appropriate.  People are getting the message.

However, let me stress that most students are not defaulters and most do repay their loans prompily
and fully. Many of the individuals who do defaull typically are non-high school graduaics who
have not completed their program of postsecondary education, ane underemployed or unemployed,
or are single-parent heads-of-households who do not have the income 10 repay.  For many of these
individuals, & student Joan default creates additional hardships in their already difficult personat
circumstances, And, let us not forget that the student loan default problem did not appear
ovemight. A prime reason the situation became se serious is that the Depantment of Education for
$0 many years for whatever reason--lack of attention o the problem, absence of leadership, aor
inadequate resources—did not conduct the required proper oversight and management of the student
foan programs. NASFAA is cautiously optimistic that the recent student financial aid management
changes announced by Secretary Alexander will result in these crucial programs finally geuing the
afiention and proper management (hat they deserve,

It is also important to note that one reason default costs to the govemment have risen is that more
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needy students are bormowing greater amounts because of the decrease in grant funds. Cumulative
loan volume has grown from $21.2 billion in 1980 fo $101.6 billion in 1989, A consequence of
this growth is en increase in default claims paid by the govemment, ¢ven though the rdie of default
has remained fairly stabie, ie. 10.1 percemt in FY-80 10 9.2 percent in FY-89.

NASFAA does recognize that curbing the incidence of student loan defaults is of wmost smportance
during this Reauthorization, Congress and the Depantment of Education have already done much to
aven loan defaults—-and many of these actions still need time to show results.  NASFAA, however,
recommends the following additional changes 10 profect valuable federal funds in the student loan
programs and, ogually as imponant, to safeguand students from the negative consequences of having
& default on their credit recond.

(13) NASFAA strongly urges the Congress to change the funding structure of the Pell Grant
Program by cresting an entilement for siudents rather than maintaining the current discretionary
appropriation sysicm. Since the Pell Grant Program’s first authorization in FY 1973, the
Appropriations committecs have funded the program at jis authorized maximum only three times--
most recently in FY 1979, In all other ycars, the Program maximum has been below the policy
levels sel by the authorizing committees. The Higher Education Act authonzes a Pell Grant
maximum award for Academic Ycar 1991-1992 of §3,100. Federal funding for that year aliows for
3 maximum Pell Grant awand of $2.400--3 gap of $700 berween the authorized amount and the
appropriation. We must remember. as we conclude this authorization period with a §2,400
maximum Pell Grant, the sppipriated maximum Pelt Grant &t the beginning of the authorization in
Academic Year 1987-88 was $2,100, This is an increasc of only $300 in five years which is
barely a 14 percent increase. Since the Jast Reauthorization the cost of atendance for college many
years has risen faster than the Consumer Price Index and appropnations for this foundation program

have fallen short of what is nccessary to provide student access lo postsecondary education. This



99

13
fact has necessitated increased borrowing on the pant of needy students and has cantributed--we
belicve significanuy--10 the default problem.

(14) To curb defaults, again NASFAA recommends limiting cligibility for the Supplememial Loans
for Students (SLS) Program o graduate/professional students and to undergraduate students whose
eligibility is established through professional judgment.

(15) NASFAA recommends continuation of the cumrent feguirement that & student be enrollcd on at
feast 3 half-time basis to be cligible for 8 Part B foan. We notc that. in some cases. 3 student
would not enter repayment for excessively Jong peninds of time if such loans were defermed for
students enrolled less than half-time.  While NASFAA is sensitive to the needs of those students
who cannot cnroll in pestsecondary education on at least 8 half-time basis. we feel that allowing

these students to borrow does not serve them well and may contribute to default costs.

{16) NASFAA recommends that the seller of 2 loan be required 10 netify borrowers that their loans
have been sold. Lack of direct information 1o students reganding sale of their loans is a factor
coniributing 10 default. and NASFAA believes that, although some lenders curently notify students

of such sales, such notification should be required in statutc.
FURTHER PROPOSALS -

We suggest other proposals and modifications of the curent loan programs which inchude the

following:

{17) The curterd law provides that the borrower alone is responsible for repaying fus or her

student foan. NASFAA recommends encouraging employer repayment of student loans as part of

ERIC
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an employee’s benefit package through some mechanism such as a 13X incentive,

Increasingly, persons entering the workforee spend a substantial portion of their LAMINGS 10 nopay
student loans they assumed while obigining their postsecondary education  While some panents are
able to help their children repay their loans, for the most pan the responsibility rests wath the
borrower. As a means of helping these persons meet their Yoan repayment obligaions, NASFAA
proposes (o establish 2 new set of employee berefits in the 1ax vode, which would provide

incentives for an employer to make Joan payments on behalf of its employees,

If the foan amount paid by an employer on behalf of an employee could be treated as untaved
income, then limited financial benefits would accrue o both the employer and 10 the emplosee,

The employer, for cxample, would not have to pay FICA or pther hinds of employment eamings
laxes on amounts paid for the employee, Simutarly, employees would aho receive tangible boenetits,
but since the amount pad on their behalf would be treated as untaxed meome, 3t would abvo reduce
their tax liability. While this mducement would result 1 a small reduction of revenue for the
govemment, it would help to insure repayment, and perhaps on an accelerated basis. so s 10 nduce
the government's costs associited with the federal toan programs.  These changes would require
modilications to statutes other than the Higher Fducaton Act.  We telieve this concepr, if andopied,
could be effectnvely used by empleyens as a way of recrusing and retning qualified employees,

while also benefiung former students and cnhancing loan repayment,

(18) NASFAA rccommends esablishing a set of actions in the Higher Education Act m the event
of a guaranty agency’s insojvency o protect the integrity of the loan sysiem and fo ersure that Joan
capital would continue 1o be available (o students. In July 19%), when the Higher Fducation
Assistance Fourndstion declared bankrupicy, there was much concern amony the lending community,

other guaranty agencies, postsecondary institutions, the media, and, niost importantly, students and

Aruitoxt provided by Eic:
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parents because specific procedures to address guamnty sgency insolvency were not in place. Had
the siruation drifted into a *"panic™ due o lender uncerainty sbout the slatus of their putstanding
and new loans, it is possible that lenders could have taken steps to minimize their exp<;sum to risk
or even suspended their participation in the GSL programs.  1f this had occurred, then further
guaranly agencies may have found their agencies facing unduc financial risk. Even mom alaming,
it is likely that students—espexially low-income bomowers of those enrolicd in short-term

programs—would have experienced access poblems.

Owr recommendation would require a study o determing the mechanisms and timchnes for dealing
with such insolvency if it should occur in the future.  Until additional information is available,
NASFAA recommenxds that, in the event of 3 guamnty agency failure, the Depanment  auld

manage both the reserves of the sgency and the reinsurnce function.

(1) We suggest a change to alfow married studenis so consolidate their loans.  Given the large
amount of borrowing necessary for some students 1o finance their postsecondary education, it is
possible that some mamied students would have very large, and potentially unmanageable, combined
monthly loan paynaents, Giving manied couples the option 10 consolidale their sfudent loans will
altow them 10 more easily manage their education delx, slong with their other expenses, and may
have the positive effect of reducing defaults for those mamicd couples who would not be able
afford separate loan payments for each individual. NASFAA fccls that this suggested amendment
is especially relevant given NASFAA's suggested increases in annual amd aggregate loan limits.
This recommendation already has been approved by the Education and Labor Committec in 1988
when H R 4986 was cleared for floor action, but never was scheduled for debate,

(20) We suggest permikting single disburscments for loan periods of 90 days or less. The
Onmnibus Budget Reconciliation Act of 1989, P.L. 101-239. requires that any loan made insured, or

Aruitoxt provided by Eic:
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guaranieed under Part B be disbursed to students in two of more insullmens. The interd of the
legisiation Is to prohitit sudents from receiving the full amount of the loan if they withdraw or
drop out  However, NASFAA believes that this provision is especially burdensome and unnecessary
for students who have borowed the loan for a period of 90 days or less. In the interest of
simplicity for students and institutions, we recommend that a single disbursement be pemmitted in
these cases.

This modification also mandatcs that Stafford and SLS loans be disbursed acconding 10 payment
periods similar o disbursement procedures in the Pell Grant Program.  NASFAA belicves that
disbursing Stafford Loans by taking the loan period and dividing it by the payment periods, as in
the Pell Grant Program, would simplify the administration of the Stafford Loan Program and would

grealy benefit studenis by ensuring sccess 1o loan funds at the befnning of a payment period,

(21) We swongly recommend relicving first-year students attending institutions with colon detault
rates under 20 peroent from the financial bunden of having their iniual loan disbursement delayed.
The Omnibus Budget Reconciliation Act of 1990, P.L. 10§-508, amended the Higher Education Act
1o require 3 30-day delay in the disbursement of foan proceeds to all first-time, first-year sfudents
as a cost saving measure. The intent of this legislation is to preciude first-ycur students, who are
statistically more likely to drop out of & program, from receiving any loan funds if they drop out
within the first 30 days of a program. NASFAA continues lo opposc this legislation m pnncipie
because i places undue financial bundens on first. year. first-ime students, many of whom must rely
on their foan proceeds to pay for living expenscs, books, ete. NASFAA points out that there are
many safeguards in current law—including the multiple disbursement provision in Section 428G(a).
and the climination of Part B loan panticipation for institutions wath high default fates - that have
not yet beun given adequate time to decrease default costs to the federal govemment.  However,

NASFAA recognizes that some additiunal restrictions may be necessary for institutions with higher
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default rates. NASFAA belicves that the suggested amendment would continue to achieve the
tiesired effects of the Reconciliation legislation by 1argeting the requirement 1o “‘higher default risk®*
instilutions, but 1 would also greatly benefit students anending institutions with lower default rates
by allowing them access to their lpan funds when they need it most

{22) The current law allows no tolerance for an over-award in the Stafford. Perkins, or SLS foan
programs. We suggest permitting a $500 tolerance for Swafford/Perking'SLS overawands. In
kecping with NASFAA's recommended overaward provision in the College Work-Siudy Program,
we reommend extension of this necessary management tool to the Stafford. Perkins, and SLS
programs.

{23) NASFAA believes that the cost of defaulls rose so rapidly in the Stafford Loan Program due
in targe measure to the lack of admunistrative monies in the Department of Education for oversight
activities and, to a lesser exlent, the lack of training funds to improve the professional knowledge
and experience of. among athers, financial aid administrators. To remedy this situation NASFAA
recommends feserving up to $25 million dollars from coliections on defaulted loans for use by the
Department to improve ils administsation of the Joan programs. Allowable activitics would include
program reviews, authls, debt management programs, and trRining activities. An additional $5
million would be reserved to automatically fund Section 486 to provide mecessary funds for training
activitics aimed at improving the knowledge and professional abilitics of financial md administrators
among other allowable training projects. This recommendation already has becn approved by the
Education and Labor Committce in [988 when H.R.4986 was cleared for floor action, but never

was scheduled for dehate.

{24) We recommend permitting institutions to act as lenders in the Pant B loan programs by

aliowing institutions to fend if the institution's Stafford/SLS default rate is below 1S perent and if
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the institution uses the majority of foderal proceeds it receives as a result of its smﬁs as a GSL
lender to provide need-based assistance 10 students,  While recognizing that insiilutions incur some
costs as a result of participation as 8 lender, NASFAA does not believe such lending activities
should be used as an excess revenue mechanism for institutions. Therelore. NASFAA recommends
that the majosity of federal proceeds received by an institution as i sesult of panicipaion as 3 Pan

B lender should be used 1o provide need-bascd grants to students.

(25) We suggest a chunge in the current definition of cohont default rale 1o conform 1o the
following principles: (1) Default rates should be calculsted and published for all paricpants in the
student Ioan programs, including schools, lomders, and guaranty agencics: 23 Defaulis shovld be
hased upon the originging organzation rither than a subsequent orgamization: (3) Detnled
information upon which default rutes are based should be seadily avaitable (o the organsation at the
time the information is published, and methods to comeet crmors should be n place pnor to
publication: (4) Aleng with default tates. informateon (using currently avatlable information) about
students served by that orgamization (by state, 2ccrediting hndy, and mastitutionat types should be
published (i.c. income by dependem and sndependent borrawers) ($) The computation of 2 ¢ohon
default rate shoul; take mio scconm cured loans. These muommendations taken as a whole bath
rationalize the calculatson of the cohort detault rate and provide needed default rate information 1o
all partics to help reduce defaults. These recommendations further clanty the respomsinbity for
imgtutional default rates and take ity account loan collection actveiies m the determunston of

instits tional wobort defawt rates.

(26) We stongly recommend nyuinng the Seeretary to study tne development of a comprehensive
data base to include not only the recipicnts of all federd sudent touns under this Act. but whvo any
additional wmntermaton needed tn eliminate the regulatory requitement foo thre Frnanad Aid

Transcnpt.
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NASFAA recommends this change for several reasons. The development of such a comprehensive
data base requires careful consideration of the needs and the abilities of the various participants in
the process. NASFAA recognizes that significant study has already taken place through the
provisions in Sec. 485B, bur does not belicye that all information necessary to implement such a
dsw base has been gathered. Further, in addition 10 coliecting information about loans, NASFAA
believes that such 3 daia basc should include all information necessary 1o eliminate the separate
collection of a Financial Aid Transcript

(27) Institutions should have explicit authority to withhold services, such as academic transcripts,
from bormowers who default on their student loans. In some instances, state laws may control the
release of, or sccess 1o, an individual’s academic reconds.  NASFAA believes that federal authority
1o address this issue is desirsble. Such authorization would ¢lanfy institutiona) suthonty to take
action to meduce defsults. It is understood that academic transcripts could be released once
fepsyment on the defaulted loan(s) begins. NASFAA also believes that an exemption should be
allowed if the institution determines the tmnscript would allow the individual to become employed
in order to repay the loan or if eximondinary circumstances are involved and the withholding of the
transcript would be highly unfair. This recommendation alresdy has been approved by the
Education and Labor Commitiee in 1988 when H.R.4986 was cleared for floor action, but never
was scheduled for debate.

(28) NASFAA is awarc of Congressional interest in a possibie sysiem of direct lending from the
federa) govemment.  We have taken no position on this issue at this point, but NASFAA's Board
of Directors has instructed our Reauthorization Task Force to study direct lending options and other

afternalives and report hack (o the Board with its analysis and recommendations.

110 ..



O

ERIC

Aruitoxt provided by Eic:

106

20
This concludes my lestimony, NASFAA looks forward to working with you 10 ensure that student
and parental credit needs are met to pay for college, that costs in the federal loan programs are
reduced, that complexitics are diminished. and that taxpayer monics are profecied. I would be

pleased © answer any questions you may have and thank you for the opportunity to festify
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f%}llgirgnan Forp. Thank you. Jerry Murphy, Technical Institute
of Illinois.

Mr. MurpHy. Mr. Chairman and members of the subcommittee,
good morning. My name is Gerald Murphy and I am the Director
of Universal Technical Institute in Glendale Heights, Illinois. I also
serve as a leader of Illinois Skills 2000, a coalition of concerned
business, educators, community leaders and students working to
explain the importance of Federal financial aid for students attend-
ing private career schools.

QOur institution enrolls more than 600 students drawn from the
metropolitan Chicago area, as well as downstate Illlinois and the
surrounding midwestern States. Our educational system comprises
three campuses and has been in operation for over 25 years. Since
our Illinois school opened in July of 1988, more than 75 percent of
our students have received some form of Federal student aid.

This morning I'm also representing the Association of Independ-
ent Colleges and Schools and the National Association of Trade and
Technical Schools. AICS and NATTS are the Nation’s two largest
organizations representing over 2,000 private career schools and
colleges.

During the 1980s, the typical aid package saw a significant shift
from grants to loans. NA and AICS firmly believe that the bal-
ance between grants and loans must be restored. I know that many
students are reluctant to begin their education because they fear
taking on large debt.

Although we would like to significantly increase the number and
amount of Pell grants available, we also believe that Federal loan
programs will continue to play a vital role in helping students
pursue an education. We vnderstand that budget limitations may
not allow us to provide grants to all deserving students.

I'm pleased to have the opportunity to testify on the NATTS/
AICS proposal to modify the student loan program. The student
loan proposal, in part, is in part a comprehensive package to im-
prove the entire student aid system. I ask that the committee con-
sider these recommendations as part of the larger package. In the
absence of the other pieces, one part of the package may not stand
firmly on its own.

The NATTS and AICS loan “iaroposal would make one significant
change to the existing Stafford loan program; that is, the elimina-
tion of the in-school and grace period subsidies, which are the larg-
est cost of the Stafford program.

In 1989, the Federal Government paid more than $1.8 billion in
interest in grace period subsidies. Chart 1 of my written testimony
shows the breakdown of costs incurred by the Federal Government
under this program in 1988-89.

While the subsidy structure has effectively served to provide in-
direct grants to students, it is our belief that in the absence of sig-
nificant increases in new dollars for Pell grants, such implicit
grant dollars should be used to provide direct grants to students
under the proposed Pell grant entitlement program.

How much do students currently benefit from the interest and
grace period subeidies? For a student completing a baccalaureate
program in 4 years who borrows the maximum Stafford loan
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amount for all 4 years, the implicit grant is about $760. The second
chart attached to my testimony outlines this particular example.

The implicit grant increases the amount of indebtedness incurred
by the student under subsidized programs, such as Perkins and
Stafford. In addition, the implicit grant increases the longer the
student remains in school; therefore, a student attending a 2 year
program in a community college or in some private career schools
receive a much smaller implicit grant than those students with
higher loan balances and longer 4 year programs.

By transferring the implicit grant dollars from the Stafford loan
program to the Pell grant program, students would have their need
to borrow reduced up front, as opposed to receiving the implicit
grant over the life of the loan.

The current loan program establishes risk for all parties: lenders
have collections, due diligence and administrative risk; guaranty
agencies have reduced reinsurance risk; the institutions and stu-
dents have the risk of loss of loan access. If the current risk shar-
ing allocation were modified to substantially increase risk, especial-
ly for the private sector, the current program would likely cease to
operate because of the lack of access to private capital.

Under the current system, financial markets determine which
students should have access to student loans. There is no doubt
that the cost of making a small balance loan to a student in a short
term program are greater for lender, servicer and a guaranty
agency than loans made to students attending 4 year programs.

It is our belief that the program needs to {)e restructured to
make social goals of the student loan program compatible with the
needs of the financial markets to encourage participation of the
private sector.

In an effort to make such goals compatible, we propose that the
current subsidy structure be modified to reflect the true cost in-
curred by lenders. Specifically, we recommend that the committee
consider modifying the interest rate paid to lenders for borrowers
to permit a slightly higher rate for smaller balance short term
loans and be paid at the current T-bill plus 3.25 for all other bor-
rOWers.

In an effort to simplify the loan program and application process
for students, we also call for the continuation of tge deferments for
students, the development of a common student loan application
and deferment forms, the ability for borrowers and married stu-
dents to consolidate loans regardless of the loan size, and permit
loar_xgd to be paid on a graduated repayment plan over a 10 year
period.

In spite of the many statutory provisions intended to insure loan
access for all students, regardless of the type of institution they
attend, many students continue to face great difficulty and delays
in obtaining student loans.

In order to insure access to students, we recommend that the
current nondiscrimination provision be expanded to prohibit credi-
tors from discriminating against students based on the type of in-
Sﬁtﬂtiﬁﬁ or the length of program in which the student would like
to enroll.

We also call upon the committee to develop a lender of last
resort program to be included as part of the designated State guar-

st

113 -




109

anty program p ticipation agreement. We suggest that any loans
made under a lender of last resort program be dispersed 30 days
after the application is submitted.

In addition, that all lenders making loans within a State be re-
quired to participate in the lender of last resort program, if re-
quested by the guaranty agency, in a percentage equal to eight
tenths of a point times the percentage of student loans they make
in that particular State. This would spread the risk among all lend-
ers participating.

Under the leadership of this committee, many provisions have
been put into place to prevent student loan defaults. The 1986 re-
authorization, the 1987 SLS legislation, the 1989 and 1990 budget
reconciliation act all contained provisions which, over time, will
reduce the cohort default rate.

In addition, many schools have implemented innovative default
management plans that have already proven to be successful in re-
ducing defaults. It is important that time be given to institutions
and other parties in the loan process to incorporate these changes
and evaluate their effectiveness.

NATTS and AICS schools have already seen the results of the de-
fault management initiative initiated back in 1986. Based on that
success, my written testimony includes 13 additional recommenda-
tions that we believe will continue to reduce defaults.

1 would also like to echo the testimony of several other witnesses
this week who have recognized the importance of reducing student
loan defaults through an increase in available Pell grant dollars
and the adoption of a strong oversight system such as that pro-
posed by NA and AICS.

The mmproved management and collection of student loans in
vital to the continued success of this program. We offer nine addi-
tional recommendations included in my testimony designed to im-
prove the operation of the student loan program by modifying the
activities of lenders, guaranty agencies and institutions to focus our
efforts on default prevention and service to students.

The collection and sharing of accurate information regarding stu-
dent loans is vital to the efficient operation of the program. In
order to make such information available, we propose that the De-
partment of Education be required to expedite the development of
the student loan data bank, and once developed, give all parties,
including schools, access to that information.

While these recommendations will strengthen the student loan
program, we urge the subcommittee to take further steps to protect
the integrity of the entire student aid system. On May 21, Steven
Blair presented this committee with a comprehensive set of recom-
mendations designed to strengthen the triad and to provide addi-
tional safeguards and performance measures to ensure the careful
oversight of the entire student aid system.

I ask that you give these recommendations your attention, as the
failure of Congress to take steps to ensure program integrity could
jeopardize the future of the entire student aid system.

I thank you for the opportunity to appear before this committee
and would be happy to answer any questions you may have. Thank
you.

[The prepared statement of Gerald Murphy follows:]
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Mr. Chairman and members of the Subcommittee, good morning.
My name is Gerald Murphy and I am the pirector of ths Universal
Technical Institute in Glsndale Heights, Illinois. I also serve
as a leader of Illinois Skills 2000 ~- & coalition of concerned
pusiness pecpls, educators, community leaders and students
wvorking to sexplain the importance of faederal financial aid for
students attending private carser schools.

Universal Technical Inetitute enrolls mora than 600 students
drawn from metropolitan Chicago and the state of Illinois, as vell
as the surrounding midwestern states. Our institution educates
and trains students in sutomotive and diesel technelogy, and
heating and air conditioning tachnology. Since our school opened
in July 1588, more than 7S percent of our sStudents have received
some form of federal student aid. The percentages at our school
are fairly representative of what is happening at schools across
the United States.

This morning I am also representing the Association of
Independent Colleges and Schools (AICS) and the National
Association of Trades and Technical Schools (NATTS). AICS and
NATTS are the nation's tvo largest organizations representing
private career schoocls and colleges. They rspresent 2,200
institutions sducating nearly 1.5 million students in 130
(ifferent careser-specific fields.

Many of our students rely on grants and loans in order teo
finance their education. Fortunately, the Higher Education Act
programs have enabled people with few economic resources to
obtain an education.

Student loans play a significant role in financing
postsecondary education. 1In 1986, §0 percent of Students
attending private career schools received Some typs Of loan
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assistanca to help finance thair sducation. #hile this number
has declined as some gchools have lost aligibility to accept
student loans, it is clear that student loans pProvide access to
many students attending privats career schools.

As you know, during the 1980s the typical aid package saw a
significant ghift from grants to loans. I firmly belisve that we
DuUst restors a bettsr balance between grants and loans. I know
that many students {(and their parents) are reluctant to begin
their education because they fear taking on so many loans. Under
today's system, even the nost economically disadvantaged students
may leavs school under a crushing burden of debt.

Although wa would like to significantly incroass the numbaer
and amount of Pell Grants available, we also believe that federal
loan programs will continue will play a vital role in helping
studants pursue an education. We understand that budget
limitations will not allow us to provide grants to all deserving
students. And we Xnow that many students can be well sarved
through the guarantead student loan program.

AICS/NATTS LOAN FROPOSAL

AICS and NATTS have submitted a legislative proposal to this
Committes and I would like to explsin their recommendations. In
general, the proposal would make some significant changes to
sioplify the student loan programs and ensure that more students
had access to this kind of assistance. Lat me give you a point-
by-point review of our loan proposal. It also contains specific
provisions to help reduce student loan defsults and improve the
sanagemant of these programs.

A, Structure and Subgidies

The largest cost of the Stafford program currently is the in-
school and grace-period subsidy provided to the student. In 1988-
1989, more than $1.8 billion was spant by the federal government
on in-school and grace-period payments. In the same year, student
lcan defaults less collections cost the federal government $1.25
billion. The interest and grace-period payments are so
significant because of the number of students who take out largs
balance loans and remain in school for a longer geriod of time.
Thae attached chart shows the breakdown of expenditures by the
federal government for 1988-1989., The savings found from reducing
student subsidies would be transferred to the Fell Grant progran.
Assuming the current general structurs of the loan delivery systen
remains the sare or similar, then we should significantly
simplify that system by:

o Permitting borrowing equal to the borrower's maximum federal
aigd eligibility minus the sum of the Pell Grant award and the

Work-Study and Perkins Campus-based award as long as this

2
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amount doss not exceed the loan 1imit for that student's
yesr in school.

o Eliminating the current Stafford Loan in-school and grace-
pariod subsidies and special allowance paymants, and
transferring the savings to the Pell Grant program.

B.  Eligibility. Terms and Conditions

The current lcan progran sstablishes risk for all parties in
the program -- the lenders have collection, due diligence and
administrative risk; the quaranty agenciss have reduced
reinsurance risk; and institutions and students have the risk of
loss of loan access. If the current risk-sharing allocation were
modified to substantially increasa risk, sspecially for the
privates sector participants, the currant progras would likely
cease to opsrate becauss of the lack of accass to private capital.

Under the current system, the tinancial markets determine
which students should have access to student loans. Thers is no
doubt that the costs of making a ssall balance loan to a student
in a short-term program are greater for a lender, servicer and a
guaranty agency than loans nade to students attending four-year
prograns at traditional institutions. It is clear that the
progran needs to be restructured to smake the social goals of a
student loan program compatible with the needs of the financial
markets. We recommend doing this by:

o Making all students anrolled in programs of one year Or mare
eligible to receive a Stafford Loan to the axtent it did not
excesd cost of attendance or $12,000 when combinad with work-
study and other types of Campus- or state-based assistance
{or higher depending on the year of attendance) minus the
student's Pell Grant award, whichever is less.

o Modify the interest rate paid to lendars by borrowvers to ba:

a. For the in-school period, Treasury-bill(T-bill) plus 3.5
percent for borrowers enrolled in programs of 2 years or
less and T-bill plus 3.25 percent for all other
borrowers;

b. For the rapayment period, T-bill plus 1.5 percent for
borrowers wWith loan balances of $10,000 or less and T-
bill plus 3.25 percent for all other borrowers.

o Accrue and capitalize all in-school and grace period
intersst. For a student completing a four-year progran in
four years and borrowing tha paximum amount from the Stafford
Loan Program in all four years, the accrued in-schoeol and

ace-period interest would result in an additional $75% in
ndebtedness. However, this number wvould most likely be
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significantly lower if the NATTS/AICS Pell Grant proposal
were adopted as the student would have their need to borrow
reduced if Pell Grant dollars weras available.

© Maintain the current statutory deferments, sspecially those
ralated to parental leava, unemployment and mothars with
preschool-age children.

© Nandate a common defarment form.

© Parmit borrowers and married students to consolidate loans,
regardless of the size of the loan.

© Parmit all loans to be repaid on a graduated repayment plan,
the length of which would be the same as under normal
repayment plans: =s.g., 10 yeaArs.

© Establish loan repayment periods of up to 10 years with a
minimum monthly payment of $50 or the monthly interest
accruwed, whichever is greater.

o Eliminate the Incoma Contingent Program.

S Access

In spite of the many statutory provisions intended to ensure
loan access for all students regardless of the type of institution
they attend, many students face great difficulty and delays in
obtaining a student loan or canrot get a loan at all.

o Expand the non-discrimination provision for creditors to
prohibit discrimination based on the type of institution, tax
status, or length of the preogram in which the student is
enrollaed.

o Develop a2 lender~of-last-resort program as a part of the
designated state quarantor program participation agreement,

(a) Require that any loans made under a lender-of-last-
resort program be disbursed 30 days after the
application is submitted by the institution (sec. 428).

{b) 1In the event that more than 10 borrowers attending the
same institution are forced to use lender-of-last-resort
services, the institution will be certified as an
institution in need of lender-of-last-resort services,
and, as a result, borrowers would not be regquired to
seek “denials®” from lenders, and the institution may act
on behalf of the students.

{c} Require all lenders making loans within a state to
participate in the lender-of-last-resort program, if

4
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requested by ths designated guaranty agency, in a
percentage egqual to 0.8x the percentage of student loans
they make in that stats.

o :equire the devalopment of a common student loan application
orm.,

o Fair and sguitabla default rates should bs calculated using
accurata data for all participants in the Guaranteed Student
Loan prograns.

o Nat loan dafault volume, after all collections ars mads,
should ba used as the basis for institutional eligibility and
1ipit, suspend and terminate (LS&T) actions.

D. Default Prevention

The 1986 Reauthorization legislation, the 1987 SLS
legislation, and the 1889 and 1990 recenciliation legislation all
contain provisions which, over time, will reduce the cohort
default rate. In addition, many schools have implemented
innovative default management plans that have already proven to be
successful in reducing defaults. It is important that time ba
given to institutions and othaer parties in the loan process to
incorporate these changes and svaluate their sffectivensss:

The following recommandations ars drawn from the experience
of NATTS and AICS institutions through the Default Managemant
Initiative that was put into placa by our schools more than four
years ago. All of thess recommendations were designed to reduce
defaults by improving compunication and placing greater epphasis
on default praevention.

o Require lenders to report delinquent loans to credit bureaus
at 90 days of delinquency.

o Authorize lenders and servicers to place borrowers in
deferment status based on information provided by borrowers
in order to prevant technical default. If the borrowesr is
subsequently found to be ineligible for a requasted
deferment, the borrower shall be returned to respayment status
and the incorractly deferred principal paymants and interest
ghall be capitalized.

o Limit the aggregate borrowing of a student in a calendar year
to the total aggregate dollar amount for which the student is
eligible.

o Require the state guaranty agencies to use skip tracing tools
to trace defaulters, if necessary, by limited federal
preempting of state laws which would prohibit access to such
records. Available records would include motor vahicle

s
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department records, state tax, labor, employment
registers,unenployment commissions, licensing bodies and
welfars offices.

© Require guaranty agencies to periodically provide
institutions with lists of defaulted borrowers so that
institutions have the opportunity te provide additional
information that could help locate the student.

© Require the collection of additional information on
borrowers, including family personal referances and drivar's
license numbars, at the time of the application for the lecan
and update such information, if necessary, at the axit
interview.

o Authorize inatitutions to withhold the academic transcripts
of borrowers who default on any Title IV lcan. Pre-ampt
state law where necessary.

o Reguire lenders and servicers to notify the institution of
tha first past due listing (60 days)and the final demand
letter.

o Regquire gquaranty agencies to provide delinquency lists to
institutions and permit institutions to comment on the
accuracy of the lists prior to claims being filed by the
guaranty agency.

-

o Create an incentive for employers to repay student loans on

behalf of their employees.

© Provide up to $25 million from collections on defaulted loans
to fund Department of Education default activities and fund
at $5 million the training section of the Higher Education
Act.

o Establish in law the criteria upon which the Secretarial
waiver may be granted for the loss of €ligibility based on
default triggers, to include low-incomes students, positive
outcomas, measures{completion and placement rates), economic
and employment conditions, and a decline in the
institution's cohort default rate experience or the avidence
that a high default rate is the result of the inadeguate
servicing of loans.

o Makae PLUS loans co-payable to the student and the
institution.

E. = Management and Collection

The recent report of the Senate Permanent Investigations
Subcommittee and reports by the Inspector General at the
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Dapartment of Bducation and the Gensral Accounting Offica have
cosmented on the critical need to improve the managenant of the
student loan program. NATTS and AICS shars sany of thess concerns
regarding progran management that vers raissd in these raports and
offer the following recommandations to improve program managsnent.

o Regquirs the guaranty agency to remit collections owed to the
Department of Education within 30 days of the raceipt of
funds by the agency.

© Regquirs all quaranty agencies and isndars/holders to report
data based on standardized definitions and forms.

o Requirs that any limitation, suspsnsion and termination
(LSeT) action taken against an institution be based on non~
discriminatory standards, including prohibitions against LS&T
actions based on type, contrel, tax status, or accreditation
of the institution.

o Permit inetitutions to purchasa supplemental collection
gervices from lenders, guaranty agencies, secondary markets,
or servicers. Fess for such services should ba based on
administrative costs of such services.

o Permit the charging of a higher insurance fees (up to %
parcent) for those loans which are funded through a lender-
of~last~rasort program. However,the rate chargad must be
experience-based an® not reflect the type. contrel, or tax
status of the institution.

o Eliminate the current system of dus diligance procedures and
develop performance-based criteria and positive incentives
for default prevention and loan cellection.

o Develop standards to require that guaranty agencies operate
on an actuarially sound basis and develop procaeduras to
assist the Department of Education in identifying potentially
insclvant guaranty agencies.

© Require the Department of gducation to develop a specific
plan of action to be taken in the svent that a quaranty
agency is unable to continue to oparate and mandate that such
a plan will be implamented within 15 days of notice of a
guaranty agency's inability to operats.

o Provide special incentives to guaranty agencies to serve

high-risk student populations by modifying the current method
of calculating fsderal reinsurance payments.

The sharing of sccurate information regarding a student's

7
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loan is vital to the sfficient operation of the student loan
program. In order to make such information available to both
institutions and students in a timely manner, NATTS and AICS
propose the following:

o Expedite the development of the Student Loan Data Bank.

o Permit institutions to have access to these data.

G, Parent Loans for Underaraduate Students (PLUS)

The PLUS lcan program has provided many parents with the
liquidity to finance & postsecondary education for their children.
We offer the following recommendations te improve this successful
program:

o Require all PLUS loans to be co-payable to the parent and the
institution.

© Require multiple disbursement of PLUS loans.

o Increase PLUS loan limits to $20,000 per year with the
aggregate maximum of $100,000,

CONCLUSION

That is a detailed explanation of the loan portion of the
AICS and NATTS legislative proposal. This proposal should be
considered in the context of all our reforms. I believe they
provide a good framework for vastly improving the current loan
system.

while these recommendations will strengthen the student loan
program, NATTS and AICS urge the Subcommittee to take further
steps to protect the integrity of the entire student aid system.
On May 21, Stephen Blair, President of NATTS presented this
subcommittee with a comprehensive set of recommendations to
strengthen the triad and to provide additional safeguards and
performance measures to ensure ovarsight of the entire system. I
ask that you give these recommendations careful attention as the
failure of the Congress to take steps to ensure program integrity
could jecpardize the future of the entire student aid system.

Mr. Chairman., TFor millions of Americans, grants, loans, and
other types of financial assistance have been a necessary
component in obtaining a postsecondary education. For the past 25
years, the Higher Education Act has afforded that opportunity to
individuals -~ opening doors so that they have a chance at pursue
their version of the American dream.

As you consider the reauthorization of the Higher Education
Act, I also hope yYou will recognize the vital role these programs

Q
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play in determining the quality of our nation's workforcs. In
order to ansurs that a skilled and productive workforce leads our
country into the 21st century, BCCess to solid and credible
postsecondary sducation must be available. We need to dsvote our
resources to ensuring that we have the Xind of skilled and
competitive workforce cur econcmy needs to ramain competitive.

Private career collegss and schools play a significant rolas
in the education of the Amsrican workforce. Our schools provide
tha type of job-specific, technical education that American
businesses demand.

I urge you to think about the succass stories you hava heard,
the productive members of your communities you have met, and the

satisfied businesses who have all benefited by the
availability of student aid for those pursuing postsscondary
educations.

The significant decisions you make in the ponths ahead will
determine whather future generations of students will enjoy the
same educational opportunities as the last and whether our nation
has the kind of skilled workforce it needs to remain competitive.

F s
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Guaranteed Student Loan Costs
Dollars and Percent
1988-1989

Dollars {Billions)

Net Defaults
2 $1.253

Interest
$1.826 (41.3%) Other
$0.063

(28.9%) (1.4%)

/ Allowances
" $1r.278

Total Costs»*$4.417 Billion

Source US Department of Fducetion,
“Fy 1984 Guaranteed Studernit | van
Frograms Book ®

v
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Stafford Loan Prograr Cost
Four-Year Undergraduate

6 month grace -—

Total

Amount Interest Origination Total Cost
Borrowed Subsidye ae of Subsidy
$ 2,625 $ 262.50 $ 131.28 $ 131.25
2,825 525.00 131.25 3931.75
4,000 925.00 200.00 725.00
4,000 1,325.00 200.00 1,125.00
662.50 —— 662.50

$13,250 $3,700.00 § 662.50 $3,037.50

Total Subsidy = $759 per ysar in School.

& Agsumad to be 10%

** 5% of amount borrowed
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Chairman Forp. Thank you. Mr. Donald Grigley, Connecticut
National Bank of Hartford, Connecticut.

Mr. GriGLEY. Good morning, Mr. Chairman and members of the
subcommittee. My name is Donald Grigley. I'm a Senior Vice Presi-
dent at Connecticut National Bank in Hartford, Connecticut. I'm
also a chairman of the American Bankers Association Consumer
Credit Executive Committee.

I'm pleased to testify before the subcommittee on behalf of the
ABA regarding the guaranteed student loan programs. The ABA is
the National trade association representing commercial banks of
all sizes with combined assets of 95 percent of the industry.

Under the GSL dpsrograms, lenders currently play the role of
making private funds available to the Nation’s students. Public re-
liance on the private lending industry to fund the burgecning cost
of postsecondary education results in an effective and cost efficient

am.

e ABA believes all parties concur on the need for Pell grant
awards to the neediest recipients. The challenge we all now face is
to find some means of fulfilling the Pell grant program. The need
for fulfilling this goal goes beyond the access issue.

Many of today’s problems in the GSL programs, especially high
default rates, can be tied to the fact that too many students who
once would have been eligible for grants must now rely upon debt
financing for most of their educational costs. An overwhelming
debt burden can lead students to either leave school prematurely
or, for those students who remain, bear the burden of further debt
assumption.

The ABA is sensitive to the difficulties associated with the cur-
rent mix of grants versus loans and looks forward to working with
Congress to ultimately cure the problem of high defaults in a
manner that is fair to all parties.

Despite being a little rough around the edges, the GSL programs
are sound. The ABA strongly supports the continued partnership of
private funding and public oversight. While the default problem
continues, the ABA believes many recent initiatives by the Depart-
ment of Education have and will continue to favorably address this
problem.

In the meantime, attention to the default issue would be better
directed at program simplification. There is also room for improve-
ment to GSL program administration. Many lenders have left the
program because of low profitability from collection costs associat-
ed with high default rates and a rigid regulatory environment.

To address these problems, legislative solutions are necessary.
First and foremost in ABA’s view is the financial stability of guar-
anty agencies. The first goal is to minimize the need for future in-
novation to shore up guaranty agencies' financial soundness.

A periodic data collection and dissemination program is neces-
sary, whereby cash flows and projected default claims at all guar-
anty agencies would be available to GSL program lenders.

A formal contingency plan also needs to be adopted to address
financial problems at guaranti agencies at the point they become
known and if they persist, at the point that the agency nears insol-

vency.
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The ABA’s second concern is with lender due diligence require-
ments and their enforcement. Low program lender profitability is
partly due to the costly procedures lenders must undertake to
comply with rigid and onerous due diligence requirements. Lenders
may also lose the full guaranty simply for minor technical viola-
tions. This problem should be addressed not for the purpose of
})oosting lender profits, but to avail program participation to all
enders.

The department’s due diligence and other requirements need to
be modernized. Only lenders consistently failing to perform ade-
quate due diligence should be subjected to the current system of
enforcement. A substantial compliance approach needs to be adopt-
ed for those lenders demonstrating suitable due diligence perform-
ance.

Lender performance could continue to be monitored at the guar-
anty agency level under standardized guidelines, with the appropri-
ate enforcement method being exercised by the department.

My final recommendation to the subcommittee would be for in-
creased movement towards standardized loan application and other
forms, as well as electronic storage and communication of program
data at the guaranty agency and department level to reduce ad-
ministrative costs and increase program efficiency.

I thank you for the opportunity to testify. I'd be happy to answer
any questions at the appropriate time.

[The prepared statement of Donald A. Grigley follows:]
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STATEMENT OF THE AMERICAN BANKERS ASSOCIATION
REGARDING REAUTHORIZATION OF THE HIGHER EDUCATION ACT OF 1965
SUBMITTED TO THE
HOUSE SUBCOMMITTEE ON POSTSECONDARY EDUCATION
JUNE 6, 1991

Mr. Chairman and members of the Subcommittee, my name is Donald W. Grigley. 1
am Senior Vice President of Connecticut National Bank in Hartford, Cornecticut. 1 also
chair the American Bankers Association’s (ABA) Consumer Credit Executive Committee. |
am pleased 10 testify before the Subcommittee today on behalf of the ABA regarding the
Guaranteed Student Loan (GSL) programs and reauthorization of the Higher Education Act
of 1965 (HEA). The ABA welcomes this opportunity to underscore the vajue the
commercial banking industry brings to the GSL programs governed by Title IV of the Act.

The ABA is the national trade sssociation representing commercial banks of all sizes,
types, and locations. The combined assets of our membership represents approximately 95
percent of the industry total.

OVERVIEW

Under the GSL programs, lenders currently play the fundamental role of making
private funds available to the nation’s students. while also bringing to bear their applied
experience in the origination and servicing of thesc loans. Public reliance on the private
lending industry to fund the burgeoning costs of postsecondary education results in an
effective and cost efficient program. Reliance on public funds to support loans to students is
held to a minimum since these funds come into play only as:

o special allowsnces, 10 minimize the interest burden on student borrowers while
maintaining 8 market rate on the programs to ensure continued availability and

efficicnt management; and,

o reinsurance of uncollectible GSLs in those cases where a student borrower cannot of
will not repay a GSL.

1300



FPELL GRANTS

ABA believes all parties ~ students, parents, educators, financial aid administrators
and those private lenders who fund credits for a college education -~ concur on the need for
Pell Grant awards 1o the neediest recipients. Both the number of eligible students and
families, and the maximum grant awarded, need 1o be reviewed in light of the erosion that
has taken place since the early-1980s with respect to this fundamental student financial aid
program.

The erosion in the Pell Grant program was largely spurred by federal budgetary
canstraints and continved increases in postsecondary education costs. The challenge we now
face is to find some means of fulfilling the gosals of Pell Grant aid - providing access to a
college education for qualified U.S. citizens who cannot meet the costs of attending a college
of their choice through family and individual contributions alone.

The need for fulfilling this gnal goes beyond the access issue. Many of today’s
problems in the GSL programs, especially high default rates, can be tied to the fact that too
many students who once would have been eligible for grants must now rely upon debt
financing for most of their education costs. An overwhelming debt burden can lead students
10 leave school prematurely because they can no longer justify the assumption of new deht.
In most cases, such students are not qualified for positions in the career of their choice and
thus cannot atford 1o repay education loans that carried them only partially toward their
educational goals. Moreover, those students who remain in school bear the burden of further
deb1 assumption and often find repayment difficult because of the farge amount owed
following graduation.

ABA is sensitive to the difficulties associated with the current mix of grants versus

loans and looks forward 1o working with Congress to ultimately cure the problem of high
defaults in 8 manner that is fair to all parties.

GUARANTEED STUDENT LOANS

ABA strongly supports the continued partnership of private funding and public
oversight for the GSL programs. While the default problem continues, ABA believes recem

471-221 0-91 - 5




126

initiatives by the Department of Education {the "Depariment”) have and will continue to0
favorably address this problem. Until future default rates begin to reflect the numerous
reforms aiready made, attention 10 the default issue would be berter directed at program
simplification and cnhanced access 10 grants in the first half of the eligible student’s
educational program.

On the other hand, there is room for much improvement 1o GSL program
administration. Net defaults, after collection, remain relatively constant in the 10-11 percent
range. Nonetheless, with 8 grester reliance on loans and with increasing loan Bmounts,
aggregate defaull costs sepresent an Increasing proportion of overall program costs to the
Department. Moreover, many lenders have left the programs because of the Jow profitability
from collection costs associated with high gross default rates and the rigid regulatory
environment in which the programs operate.

Finally, to alieviate much of the confusion that often accompanies new reguiations, it
may be beneficial for the rulemaking process if the Departmen: consulted with lenders,
guarantors, secondary markets and other program participants in advance.

To address these probiems, legislative solutions are necessary.

1. Finsncial Stability of Guarsnty Agencies and Third-Party Servicers. The demise of
the Higher Education Assistance Foundation ("(HEAF") took many of the participants
in the GSL programs by surprise. While HEAF's problems with high portfolio default
rates were well known, the extent 10 which these rates hampered HEAF's Gnancial
position was not as clear. While the Department of Education dealt with the HEAF
problem in a way favorable to the long-term stability of the GSL guarantce system,
this intervention was an ad hoc approach that cannot necessarily be relicd upon if
other guaranty agencies encounter similar financial problems.

The first goal is to minimize the need for future Department intervention to shore up
a guaranty agency's financisl soundness by improved monitoring and tversight. A
periodic data collection and dissemination program is necessary wherteby cash flows
and projected default claims at all guaranty agencies would be available 1o GSL
program lenders for their ongoing evaluation of their guarantors’ financial stabiliy.
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Second, » formal contingency pian needs 10 be adopted by the Department 10 sddress
financial problems at guarantce agencies at the point they become known and, if they
persist, at the point the agency nears insolvency. The risk sharing scheme proposed by
the Bush Administration in its 1992 Budget addresses the issue of full reinsurance of
Jenders but does not propose a resolution mechanism beyond simply authorizing the
Depariment 10 assume control of an insolvemt Bgency. Efficient and sound program
management also needs 10 address third-party servicers. The need for periodic,
certified sudits of servicer operations, with the results reported to the Department and
made available 1o lenders, should be cvaluated. Such a formalized approach could
supersede the current ad hoc system of reviews conducted on behalf of individual
lenders, guarantors, and secondary markets.

Improved Lender Due Diligence Procedures. Low program lender profitability, in
spite of the special allowance paid on GSLs by the Department, is largely due to the
costly procedures lenders must undertake 1o comply wiih the Dcpanr:n;m‘s rigid and
onerous collection due diligence requirements. This -hould be addressed not for the
purpose of boosting lender profits, but to assure continued progra:mn participation by 8
broad cross-section of jenders.

To ensure suitable levels of lender presence in the GSL programs, the Department’s
due diligence and other requirements need to be modemized so that they reflect
prevailing practices in other forms of retail lending without compromising the level of
protection the federal government requires 1o enforee its reinsurance of GSLs. Only
lenders running high defsult rates or consistently failing to perform adequate due
diligence (as measured against the Department’s recently proposed changes to the
tegulations [S5 Federal Register 24]). should be subjected to rigorous due diligence
regulations and enforcement. A ~substantial compliance” approach needs to be
adopted for those lenders experiencing manageable default rates and/or demonstrating
suitable due diligence performance. Lender performance and default rates could
continve 1o be monitored at the guaranty agency level, under standardized guidelines, ~
with the appropriate enforcement method being exercised by the Depantment.

Streamlined GSL Program Regulations. The regulations, statutes, and policy
initiatives governing the GSL programs have become needlessly duplicative and
tequire consolidation. Since its adoption in 1965, the HEA has undergone numerous
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reauthorizations and other statutory changes. Moreover, the Department only adopts
the implementing regulations several years after becoming law. Rarely have
superfluous or conflicting provisions been delcted by law of regulation on a timely
basis when new provisions were added. Consequently, interpreting the G5L program
has become 8 cortage industry of its own — an extra, costly, and unnecesssry new
burden.

An exampie of the complexity of the existing statuie is the provision of 11 different
deferment categories when 3 would suffice (e.g.; military or other eligible government
service; returning to school, and a catch-all hardship class). This and other redundant
provisions of the programs could be reconciled without compromising their intent.

Increased movement towards standardized loan application and other forms, as well s
electronic storage and communication of program data at the guaranty agency and
Department level, would also reduce administrative costs and increase program
efficiency.

4. Further Default Reduction Measures. ABA commends the awareness of the
Department and Congress of the problem posed by high program default rates, and
the resullant steps taken in the past several years designed to address this problem
directly. These steps are only just beginning fo take effect and should result soon in
an easing of gross default rates. However, more needs to be done to improve the
Department's ability to collect on defaults.

The Admimstration’s 1992 Budget proposes 1o expand the IRS’ program so offses
uncollected GSL. debt against 1ax refunds; extend wage-garnishment of private-sector
employees; repeal the statute of limitations for the collection of GSL defaults; and
several other promising indiatives. Such proposals should be considered to the extent
they address the problem of studen: borrowers in default who nonetheless have the
capacity to provide repayment.

Finally, despite the many promising proposals in the Administration’s reauthorization
package, ABA questions the effectiveness of the proposal to require a credit check on
all student apphcants age 21 or older. This requirement is not likely to yield any
significant reduction in defaults since few students, even at age 21, would have
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meaningful credit histories. If such a requirement is adopted, however, age 23 would
be & better age at which to trigger 8 credit check. Furthermore, guidance as 10 what
constitutes a8 poor credit history requiring a cosigner of the joan would be necessary
from the Department.

With respect to the Administration’s proposed reduction of the special allowance rate
paid 10 lenders experiencing cohort default rates greater than 20 percent, more
specificity as 1o how each lender’s cohort default rae would be measured is needed
before ABA can fully evaluate the effectiveness of this proposal.

Student Eligibility and Scbool Reforms. Effeciive reform of the GSL programs will
recognize the fact that students from lower income groups simply are not always in a
position to commence repayment of GSL obligations immediately alter their education
is completed. In the past, these students were eligible for Pell Grants, but access to
this program has been severcly limited in recent years.

If it becomes feasible to expand access to Pell Grants, there should be a concurrent
change in the eligibility requirements for GSLs. Eligibility in the first half of a
student’s education program should be determined by income "floors™ and “ceilings.”
Potential borrowers with income levels below the “floor” could be eligible for grants;
those with incomes between the "loor™ and "ceiling” would be eligible for GSLs.
Eligible borrowers’ loan limits would be determined by their need anslysis. In the first
half, a heavier reliance on grant aid over Joan aid for cligible students would limit
pressure on the GSL programs from defaults attributable to students not completing
their chosen course of study.

Finally, abuses of the Title IV aid programs by postsecondary schools need o be
addressed. Centification criteria for schools’ participation in the programs need to be
reviewed and, where necessary, revised.  All sectors of schools should be held
accountable to & uniform set of criteria at the federal level. Those schools in violation
of the uniform criteria should face broadened and ¢ pecdier limitation, suspension, and
termination procedures.
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Chairman Forp. Thank you very much. Mr. Farrell, Mr. Hough
notes in his testimony that, and 1 quote in part, “Ultimately the
guaranteed student loan program is a Federal program which certi-
fies schools as eligible for participation in the program. This in-
cludes a certification of the basic financial soundness of an institu-
tion."

Therefore, his question in his prepared testimony was,
“Shouldn’t it be the Federal Government’s responsibility for the
loan debts of students if the school goes bankrupt?”

Do you care to react to that, or would you like to take it under
advisement and react to it?

Mr. FArRreLL. Thank you, Mr. Chairman. I'll react in the over-
view of the program. I come to this job with a perspective not influ-
enced by the development of the program. I've learned a lot by lis-
tening fo your committee and your staff people and other organiza-
tions that have been associated with this program.

If 1 could place a responsibility for the problems that the pro-
gram has encountered, I would place them with the Department of
Education and 1 would place them with the other organizations
that are represented here at this table.

If there's anything clear to me, it's that much of the risk of this
program has been borne by the Department of Education and the
Federal Government, ultimately; however, in the evolution of the
program ouver the years in an effort to respond to and encourage
this program and help all of the contributing organizations provide
an effective program, 1 think some of the organizations that are in-
volved have stepped back some from their own responsibility for
the results.

1 can't really turn the clock back and start the program over. I
think, overall, the program is an effective one, a viable one, one
that clearly many people think have serious problems. 1 think
those can be fixed; ! think they will be fixed.

But the way we get the best results is if all of the organizations
that have done very well under this program contribute to the
fixing. The students are the ultimate recipient and the ultimate
consumer in this program, and I've been struck by the lack of their
input and participation in the system. We're going to do something
about that also so that we hear more of the students’ opinions
about the programs in which they participate.

Chairman Forp. Well, that's a good response in a general way to
the problems of the program, but Mr. Hough'’s question was a more
direct one. A school goes broke. It's been certified to receive stu-
dent aid and it goes broke because there's a pattern indicating that
its ratio of assets to liabilities is not healthy.

Should the student bear the burden of that bankruptcy or fail-
ure, or who would we look to? Under the regulations of the depart-
ment, you have the right to look into all of those things, even to
require performance bonds. And the question is if we're to correct
that gpeciﬁc situation, who will we look to, if not to the depart-
ment:

No one else has the right to look at an institution’s financial via-
bility in terms of what that might mean and its ability to fulfill its
contract with a student who has paid tuition. The lender can't do
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that; the guaranty agency can't do that; the secondary market
can't do that.

We've had a lot of talk up until this point about empowering the
desmrtment to more stringently enforce accreditation as such, but
only one element of accreditation is financial viability. And you
have in place a substantial body of administrative rules dealing
with the requirements to show financial viability, and yet we have
these failures occur, in part, we're told, because of the tightening
we've done in recent years. We were told that we put a number of
gropriety schools out of business last year that may number in the

undreds because of the things like the SLS changes we made in
reconciliation.

But who should be the cop in the block in this whole process that
sees this failure coming and acts to protect the interest of the stu-
dents even if it does occur?

Mr. FargeLL. I think, clearly, the ultimate responsibility lies
with the Department of Education.

Chairman Forp. Now, this is not in any way intended as a criti-
cism of you or the Secretary. We're not asking you to pay for your
father's sins here, but we are talking about where we're going from
here. I've been looking at this for some time. I think 1 may have
talked to Mr. Hough a%out this before.

But the thing is when we look back. the department has let its
muscles get kind of soft over there and there are tools already
there without mejor changes in the law that could be used. I
assume from what you and the Secretary have both said before this
committee that you intend to start working out in the gym until
those muscles are working again.

Is this one of the areas that ‘{’ou can put some attention on?

Mr. FARRELL. You bet, sir. We're a little flabby and I might add
that most of the orfanizations represented at this table are a little
flabby. We could all do with some additional workouts.

We're focused on the problem of students and the result that
occurs for them when they're, perhaps, lured into a program that
isn’t really going to provide what they hope that it will, a quality
education. And what they get instead is a program that encourages
them to drop out fairly soon after they join it.

That's what a lot of our initiatives here are designed to do.
That’s hopefully the result that we'll bring about when we finish
implementing the 13 recommendations that were put forward by
the Secretary and the Office of Management and Budget.

We're also giving attention to the upcoming default initiative
and its impact upon students, and are working on programs that
involve cooperation from other schools in that area.

So it’s a program where, clearly, I think the department’s got
good leadership now, strong leadership. And I think we have to
assume our role as a leader in education.

Chairman Forp. I have other people who want to ask questions,
and I'll return later.

Mr. Andrews.

Mr. ANDREWS. Thank you, Mr. Chairman. 1 thank the members
of the panel for their testimony this morning. Mr. Banks, I want to
explore with you for a couple minutes a proposal that’s out there
that would substantially replace banks as lenders and make the
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government the primary source of lending in guaranteed student
loan programs.

1 know that your association president has been quoted as being
critical of the program. I have an article from January 8th of this
year in which—is it Joe Belue? Is that the president of your organi-
zation?

Mr. Banks. Correct.

Mr. ANDREWS. He's quoted as saying that the plan to replace the
banks with the Federal Government as the source of the loans,
make the Federal Government the lender, was “naive and mislead-
ing, as well as unsound.” He's quoted as saying it wiil actually in-
crease the complexity of the student loan program because bank
loans would be outstanding for as long as a decade while the new
system was also in place.

I don't know what 1 think about that proposal. and 1 thought
maybe you could help me understand it a little bit better this
morning.

Pirst of all, you note that your bank, Chemical Bank, has $300
million outstanding in guaranteed student loans. Could you provide
for us an estimate of how much the bunk collected in fees in the
course of making that $900 million of loans?

Mr. Banks. Well, two answers to this. On the first part of your
question, on June 12th I understand vour subcommittee will be
having full hearings. But in regard to that question, 1 think the im-
gortant thing in considering this is what is the outcome to the stu-

ent.

And what is being proposed here are multiple proposals from
various organizations. All the different groups within Washington
really haven't come together and put one straightforward proposal
together.

S0 there isn't one simple answer to this: however, whatever
direct lending proposal was adopted would require a huge amount
of advance time and systems work either on the Department of
Education and outside servicer or requiring schools or the Social
Security system to implement it.

And the thing 1 worry about from a student's point of view is if
it takes 3 or 4 or 5 years to put those systems in place and, in fact,
reauthorization is signed within 14 or 15 months, 1 think it could
cause a problems where students may not have loan availability
until the systems come on line. But, again, that's a simple answer,
a short answer.

Mr. ANDREWS. | appreciate those concerns. I think they're all
well founded. But do you know or could you provide us with how
;nuch) Chemical Bank has made in fees on the $300 million in
oans’

Mr. Banks. Well, one point on the fees. The banks don't actually
charge a fee on the program; we deduct the proceeds from the
loans. Five percent is passed on to the Federal Government, and 3
percent is passed on to the States. We don't actually take a fee out
of the loan for the bank itself.

Mr. ANDREWS. The bank does this as a charitable venture?

Mr. Banks. No. We earn monies on it through the interest paid,
meaning where our yield is T-bill plus three and a quarter. Our
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cost of funds is anywhere from T-bill plus 80 to T-bill plus 120, de-
pending on the capital markets. And we have operating expenses.

Mr. ANprEws. So, typically, the crux of the transaction is .n the
money management, the cash management side, which is the way
banks typically operate.

And you’re saying, typically, that there’s a spread of 80 to 120
basis points for your cost of acquiring these funds versus what the
Federal Government does. Is that right?

Mr. Banks. Correct. We pay, obviously, higher than the Federal
Gav‘;demment. The Federal Government is, obviously, the ultimate
credit.

Mr. ANpREws. If that were the case, wouldn’t it also be true,
then, that for every billion dollars that’s borrowed in the program,
that anywhere from $80 million to $120 million in savings would
occur by borrowing the money directly through the Federal Gov-
ernment instead of through the banks?

Mr. Bangs. I think the proportions would shift. Obviously, from
the point of raising public capital, the public capital does have a
cost above the Federal Government’s borrowing powers because
they are the Federal Government. I think the operating side, or op-
erating the program, becomes the thing that’s problematic.

And to my knowledge, I haven’t seen anything out of CBO or
OMB stating what the actual cost of servicing this program is. And
I think that's the thing we're waiting for, to see some better cash
flow estimates done.

Mr. ANDREWS. So that if this program were not to make sense
from an economic point of view, it would be for the reason that the
increased administrative costs would more than consume the inter-
est rate savings and the cost of acquiring money?

Mr. Banks. That's correct. )

Mr. ANprews. Do you think it’s generally true that the private
sector could do a better job at administering the portfolic and ad-
ministering the fund than the department could? Would you agree
with that statement?

Mr. Banks. You mean under the current program?

Mr. ANDREWS, Yes.

Mr. Banks. I believe in the private sector that the private sector
is currently doing an excellent job in many ways and doing a poor
job in certain areas. But I think we know the system we're dealing
with, and to put students at risk at this time would be dangerous.

Mr. ANprews. If that were the case, that there are savings in the
magnitude of $80 million to $120 million for each billion bor-
rowed—I think my numbers are right.
b_llgr. BaNKs. A savings of 80 basis points would be §8 million per

illion.

Mr. ANprews. $8 million per——

Mr. Banxks. Billion. _

Mr. ANprews. Per billion. No, I'm not sure  that’s the right
magnitude. Regardless of the right magnitude, couldn’t we address
the problem of the higher administrative cost by contracting out
the money management, collection and administrative side?

Couldn't we have all the private sector efficiencies that you just
talked about by awarding to the lowest responsible bidder the right
to manage these funds and administer them, and yet have the
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public sector savings of the lower cost of acquiring the funds?
Wouldn’t that address both concerns?

Mr. BANKs. Well, it is problematic when you take a look at the
history; for instance, the Congress passed the National data bank
and it's been almost 5 years in development and the vendor hasn’t
been chosen.

So it is very difficult to put in place complex systems that will—
there’s been 53 million that have received student loans. So it's an
extremely complex and large number of units you're dealing with.

Mr. ANDREWS. ] accept that, that there’s a fairly sanguine as-
sumption to assume that these things are going to happen the way
we want them to. Things apparently rarely do here.

Would anyone else on the panel care to address the questions I
just asked?

Mr. HouGgH. Mr. Andrews, may 1 address the question? One
quick comment, and I represent a guaranty agency.

The lenders do earn a very marginal profit on this program. As
far as we can tell, they don’t earn nearly as much as they do on
other consumer loans. 1 think if the Federal Government were to
acquire capital and contract all the activities out, they would pay
about the same thing in contracting it out. All the entities that
they would contract for would seek a very marginal profit. And 1
believe you'd probably find the same basic cost of operating the
program and possibly even greater, based upon the comments he
made.

Mr. ANDREWS. You believe that a spread of 80 to 120 basis points
on a borrowing in the magnitude of, what, $12 billion a year is
going to be consumed by the difference in administrative costs?
That's what you think?

Mr. HoucH. Yes. 1 do believe that.

Mr. ANprews. Okay. Anyone else? What does Sallie Mae think
about this idea?

Mr. HougH. We have generally reserved our comments because
the proposals that purport to be direct loan program proposals are
fairly broad in scope and sparse in details. You're asking questions
about the cost component in the area in which there are absolutely
thehfewest details, and that is how operationally you put this to-
gether.

It really is not beyond an estimate to say that a very substantial
portion of the 80 to 120 basis points would be put at risk in quickly
getting an operational means of making this transition. I wouldn't
go so far as to say it would take up the whole 80 to 120, but it
would take up enough a big enough piece of it that you then get to
the next level of inquiry, which is should the Federal Government
be putting out $12 billion and upwards of perhaps 50 or 70 billion
dollars of its credit and its capital in this program to save what
may be much more like 25 to 30 basis points.

I think the second piece of it is that——

Mr. ANpREws. Well, how many additional students could receive
student loans if we had those 25 to 30 basis points? My quick calcu-
lation says if we save a billion dollars, we might be able to open up
eligibility for about 200,000 people at the same cost that we're
paying now in terms of authorization.
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Mr. Houcn. In the absolute world, if everything came together
as nicely as we'd like it to, your numbers would probably be accu-
rate, if not underestimates. But there are far more colleges and
universities who would have a stepped up role in this program, as
near as I can put it together, than there are today, and the num-
bers of banks.

A lot of the problems that we have in sorting out student status,
student eligibility, as holders and lenders will be passed on down to
either the government or, even more likely, to the colleges and uni-
versities themselves. On the college and university’s shoulder will
be the responsibility of tracking student status.

That's a tough problem when they’re dealing only with students
who have never moved, but there is a great deal of movement be-
tween educational institutions. Someone, in tracking that move-
ment, has to be accountable to validate where the student is and
where he has been, and to accept the liability for doing that accu-
rately.

Today, the holders have that liability. If the holder makes a mis-
take, it pays for it; the government has no cost. The program, to be
cost neutral in that issue, has to pass that exposure to some party.
There won't be 8 bank holding a loan to accept that cost. so I will
conclude that it’s either going to be the college or university that
bears that financial liability or the contractor.

If the contractor has to take that liability up, I will guaranty you
that it will use all that 80 to 120 basis points of margin because it
is an undefined liability today, and what I presume would be an
undefined liability to the contractor.

Ms. DoNG. Mr. Andrews, as a student on this panel, can 1 re-
spond to that?

Mr. ANDREWS. Sure.

Ms. Dong. I, of course, understand the concerns of my distin-
guished colleagues on this panel and, of course, we have our own
guestions that I've outlined in my written testimony. But all I
know, and I know the typical student knows that a billion dollars
paid by this Federal Government to banks to insure that there is
capital, you know, the difference between the interest rate that we
offer students and the market interest rate.

I know it’s a billion dollars that doesn’t end up in students’ pock-
ets. It's a billion dollars that we have to put aside to make sure
there's adequate capital. It makes sense if we move to a direct
lending program and capital comes straight from the Federal Gov-
ernment to the students' pockets. That's a billion dollars that can
go and increase grant aid.

I, of course, recognize there's administrative concerns, transition
concerns and who knows exactly the amounts. But we know that
that could be a savings.

And I would also say that right now we have 13,000 lenders, 50
guaranty agencies, secondary markets. Students find this an in-
credibly overwhelming situation. The typical student knows that
she has to not only deal with her financial aid office, but has to
deal with different lenders, guaranty agencies. It is an incredibly
complicated system and we think that this is a proposal that's
worth looking at.
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We especially encourage to look at American Council on Educa-
tion’s coalition proposal, which I think is very visionary in saying
let’s make this an optional program for instifutions that feel that
they can take it on at that time. Because through an optional pro-
gram and a phase-in, we can then see and better understand your
concerns and see how they play out. An optional program, I think,
would make most sense.

Mr. ANprews. Of course, in fairness to the other members of the
panel, there is an empirical issue here, and that is whether or not
that billion dollars is actually an efficient number. Because if the
costs were transferred over to some other administrative arm,
whether it would be higher than a billion dollars or not.

One more question for Mr. Farrell. On page two of your testimo-
ny you say the administration is going to propose delayed loan dis-
bursements for 60 days to first year students at schools with de-
fault rates over 30 percent.

What is that designed to accomPlish?

Mr. FArRReLL. Thank you. That's designed to get at the problem
that's developed that dropouts in programs that are of poor quality
occur very early. There is a tie between quality and the default
rate, although, clearly, program €.guality and default rate are not
the only elements that are involved.

This is an area where I'm talking about cooperation from the
system. The schools that participate in this program can have a
little give here from the standpoint of that kind of a measure that's
designed to strengthen the program overall and can accommodate
the student within that framework.

I'd also, if I might, like to comment on your guestion on direct
loans versus the present system.

Mr. ANprREWS. Before you do that, if I could just ask how you
would respond to this argument: Couldn’t this rule actually in-
crease the default costs of this program in the following way? The
proprietors of proprietary schools are going to have a cash flow
problem if loan disbursements are delayed for 60 days.

They are going to compensate for tf:at by going to a bank and
ggtting a line of credit, for which they’re going to pag, if you can

rrow money from banks in America anymore these days. They're
going to borrow money from a bank; they're going to pay a sub-
stantial interest rate to do that, and they're going to pass along
that interest rate in the cost of higher tuition.

So, in fact, what's going to happen is people are going to borrow
more money to pay hig%er tuition to go to these schools. And
where the default problem persists, instead of defaulting a $1,500
semester tuition, they're going to default a $1,700 semester tuition.

Isn’t this counterproductive?

Mr. FarreLL. Clearly, you can always look at measures whose

oal is to strengthen the program from opposite points of view.

hen you're looking to take such an elaborate system such as we

have and tone it up, a lot of your proposals are going to be elabo-
rate. Some of them will be large; some of them will be smaller.

To fix the kind of system that we have right now requires the
cooperation of all of the organizations that have done well under it.
And the proprietary schools have certainly done well under it, as
have the ganks, the 4 year universities.
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1 prefer to look at the problem as a family problem. The Depart-
ment of Education has got to take the leadership role and then to
get the kind of improvement that we want now while we look at
other alternatives, we've got to have some give and we've got to
have some cooperation from all of the organizations that partici-

te.

Mr. ANpRews. I'll close just with this comment. I assume this is
not the case, but this looks suspiciously like another OBRA cash
management e that claims to be deficit reduction. I've gotten
hundreds of phone calls and letters from doctors in my district who
are upset that Medicare reimbursement has been delayed for some
arbitrary period of time.

And it’s part of the socalled deficit reduction measures that
were passed around here last year. In fact, all this is is that the
government is holding onto its money longer, making more interest
on it and, in effect, passing this cost off to the patients.

T hope that we're not doing the same thing here by passing a cost
along to students at proprietary schools. I assume that’s not the in-
tention.

Mr. FARrELL. The goal of that measure is exactly what our pro-
posals say, and that is to get at one of the elements of high default
rates,

Mr. ANprEws. Thank you very much. Thank you, Mr. Chairman.

Chairman Forp. Mr. Sawyer.

Mr. Sawyer. Mr. Chairman, let me just then thank my col-
league, Mr. Andrews, for a very productive line of questioning and
the tlhoughtful answers that we received from the members of the
panel.

Let me also thank Mr. Banks and Ms. Dong for their thoughtful
comments about the importance of counseling early on in this
entire process. I very much appreciate that.

Let me touch on a point that Ms. Dong raised, and it really gets
back to the question of flexibility with regard to the circumstance
that she described on page eight with regard to the fraudulent de-
faulters in Florida.

And let me ask you, Mr. Farrell, if you could comment on that
and, perhaps, put the department's position on that in a more un-
derstandable hight.

Mr. FArrELL. Fraud, of course, has to be proven in court. One of
the things that struck me when I arrived and started evaluating
our programs was the lack of contact that we seem to have with
students who are ultimately the purpose of this entire program,
not for any of us here.

And we clearly will involve the ideas and the input of students
much more in our evaluation of schools in the future.

I can cite a personal instance that's come to my attention in the
last couple of weeks. A member of the Congress wrote a letter to
the Secretary, attaching a letter from a constituent who related the
story of her son who had attended a school which he dropped out of
after about 8% weeks.

He didn’t receive at all what he had been led to expect. He was
given an element of the program that was referred to as an extern-
ship where he got an interview at a company that had been adver-
tising—he'd seen their ads before he went to the program—had
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been advertising for months, that basically, everybody’s welcome.
And it was clearly providing a wage that wasn’t going to make it
possible to pay for the loan that was involved in this.

Now, what are we doing about that? Monday our program re-
viewers will arrive at the school to begin a program review. And
that's what I mean that the insight that you get from students, the
consumer in this case, is very valuable and helps you cut through
some of the other stories that are presented as explanations for, for
example, high default rates.

High default rates are not a simple issue; they're very tough to
get at. They clearly are not just the result of fraud and abuse.
They're the result of a whole host of problems.

But we can probably do the best job that we can in evaluating
what a particular program is about by knowing what the students
have to say about the quality of the education that they've been
provided with.

So we're working on that, and we're going to press ahead full
steam with a variety of ways that we can get far more input from
the students into this whole arrangement.

Mr. Sawyer. Well, I can appreciate that the circumstances that
was described in the testimony that we heard this morning was
very difficult to respond to. And I fully understand everything that
you said about the topics that you did respond to.

But I just have a very difficult time understanding how those in
whose names these loans apparently were taken out and who had
no idea that loans were 1aken out in their names could be held re-
sponsible for the debt that resulted.

And any comment that you could give me at a subsequent time
would be appreciated.

er. FargreLL. | assure you that 1 will look very carefully at that,
also.

Mr. Sawyer. Thank you very much.

Chairman Forp. Mrs. Unsoeld.

Mrs. UNsoELp. Thank you, Mr. Chairman. In the Secretary's
statement he said that, “A fundamental premise of our GSL pro-
posals is that States should take an active role in establishing
strict licensing standards for postsecondary programs and to better
monitor and regulate the activities of a guaranty agency.

“To this end we propose that the Secretary set minimum licens-
ing standards and regulations, and each State would back its desig-
nated guaranty agency with the equivalent of the full faith and
credit of the State. We would also require States where school de-
fault rates exceed 20 percent to pay a share of the default costs.”

We could probably go round and round on the philosophical
issue. But, Mr. Donovan, in addition to or other than the philosoph-
ical, are there some peculiarities to the State of Washington that
may also affect other States that you might like to comment on
this particular proposal?

Mr DonovaN. Well, there certainly are in the State of Washing-
ton. I can not speak for many of the other States, but the State of
Washington does have a provision in its State constitution grohibit-
ing the State to lend its credit. In addition, it has a prohibition to
support any religiously affiliated institution.
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A number of cases have been taken to our Supreme Court and
they have ruled that any such attempts are totally unconstitution-
al. We did attempt to create a State secondary market in the State
of Washington and it was ruled unconstitutional by a unanimous
ruling of our State Supreme Court.

I'm certain that if the State were asked to back the guaranteed
student loan program in any “‘rgy, it would in turn be found uncon-
stitutional. And the State of Washington could not participate in
the Federal program.

Mrs. UnsoeLp. Thank you. Mr. Farrell, do you want to comment
on that?

Mr. FarrerL. Well, I think the individual circumstances of each
of the States clearly would be taken into account when we're work-
ing into a new element of the program that way. And I'm sure that
accommodations can be founf to reflect the diversity, the impor-
tant diversity, that's represented by the States.

Mrs. UnsoeLd. I know there have been several attempts at con-
stitutional amendments, which have been resoundingly defeated.
S{J it’s a peculiarity of at least cur State, and I doubt that it is
alone.

Does anyone else want to comment on that particular aspect?

Ms. Dong. Congresswoman Unsoeld, I would just like to caution,
and I know that everyone understands, that whatever we talked
about, you know, increasing participation of other agents involved
in this whole process that we be very careful not to pass those costs
along to students. Because actually Congressman Coleman was
very insightful and mentioned that when you talk about risk-shar-
ing, let's say by passing on more costs to State guaranty encies,
that could easily, then, be passed on to students in the form of
higher origination fees, which clearly, as we've indicated, would
not be in the interest of students being able to pay for their college
education.

So we look forward to working with this committee to insure
that we look carefully at every step we take and who it really is
passed off to.

Mrs. UNnsogLp. | appreciate your comments. Thank you, Mr.
Chairman.

Chairman Forp. Mr. Reed.

Mr. Reep. Thank you, Mr. Chairman. I'd like to follow up on the
comment made by the gentlewoman from Washington. The State of
Rhode Island constitution forbids the pledge of the full faith and
credit of the State for any amount beyond $50,000 without a refer-
endum of the people. I would suspect that that's probably the rule
in most jurisdictions, where there are limits on the State pledging
its full faith and credit.

So you're going to find 50 different sets of restrictions and all of
them, I would sufgest. will include some significant limitation on
pledging the full faith and credit for this type of program, Mr. Sec-
retary. So I think you should begin right now to look at that.

I have some specific questions with respect to the banks’ partici-
pation in the program, and perhaps Mr. Banks or Mr. rigley
could answer this.

Essentially, how do the banks earn their money in this program;
for instance, interest rate spread, would they receive the difference
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between the cost of funds and what the students are paying? Then
there are origination fees, insurance premiums and special allow-
ances rates. Could you explain, specifically, the source of income
for banking institutions in this program?

Mr. Banks, Okay. There's actually, to simplify it, two things. A
bank has a contract with the Federal Government for subsidy and
he has a contract with a State agency for guaranty. All fees are

aid either to the State agency or to the Federal Government.
nders make their money in the program through the yield of the
loan, which is a combination of the borrower’s payments plus the
interest subsidy from the Federal Government. Offset by that is
the cost of funds, the cost of the bank raising those funds, and the
differential, the subtraction, is then servicing cost, of which, you
know, to service an in-school loan may be $2 a month, to service a
collection loan is $13 a month, somewhere in that range.

So you, basically, have the revenues from the Federal Govern-
ment and student in repayment, the cost of the funds that the
bank pays for it, offset by servicing expense.

Mr. Reep. So when we're talking now about possible savings
through the application of a direct lending program. essentially,
what we would be saving at the Federal level is the subsidized in-
terest payments to banks? Is that the biggest savings?

Mr. Banks. That's correct. The difference between that and the
cost the Fed raised the funds at.

Mr. REED. And that would be an immediate savings that could be
realized?

Mr. Banks. But, again, it's going to be offset by all the servicing
costs.

Mr. REep. What about the special allowance rates? Are those
paid to banks?

Mr. Banks. Correct. For instance, during the in-school period,
the bank receives from the Federal Government T-bill plus three
and a quarter. It's basically under the contract between the bank
and the Federal Government. In repayment the borrower, for in-
stance, would pay the bank 8 percent and the differential would
come from the Federal Government.

Mr. REep. So when we talk about special allowance rates, we're
really talking about the interest subsidy?

Mr. Banks. Correct.

Mr. Reep. I'm trying to understand.

Mr. HoucH. You have to make a distinction between the interest
benefit and the special allowance. Interest benefit is payable in-
school or during deferment periods and runs to as much as 8 per-
cent; special allowance is paid above the 8 percent rate at the time
T-bill plus three and a quarter exceeds 8.

Today, with a Treasury bill of five and 2 half, three and a quar-
ter on top of that, brings the rate to 8.75. The lender receives 8.75,
75 basis points from the special allowance, 8 percent from the stu-
dent or from an in-school interest benefit.

The last ¢ years of the loan's repayment, under current law,
there is no special allowance at today's rates because the rate to
the student is 10 percent.

Mr. REEp. So the special allowance rates is an attempt to control
for interest fluctuation in the market?
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Mr. Houcn. Yes, sir.

Mr. ReEp. Okay. And the administration’s proposal in terms of
default rates is that they would essentially reduce the special al-
lowance of those institutions that have high defaunlt rates?

Mr. FargerL. Yes, and I should point out to the committee that
that is a measure that strikes at and focuses on a relatively small
number of banks. I think the number is about 155. It is, iy would
say, one of those elements of our recommendations that are impor-
tant, small tone-setters and measures to get at the whole system.
So it isn’t something that's going to have a sweeping impact on a
large number of institutions.

Mr. Reep. I am searching for the proper analogy, but is this
something like a slap on the wrist, perhaps, or an attention getting
technique and not a fundamental attempt to reform the system?

Mr. FARReLL. Probably not even a slap.

Mr. Reep. Well, thank you for Futting it in perspective.

The next question I have, and 1 guess you've already answered it,
Mr. Farrell, is that you don't really anticipate any sort of instru-
mental effect of this thing as a major way of controlling or chang-
ing bank behavior and being more attentive to default rates. This
is more of a gesture or a genuflection to reform, not really a signifi-
cant attempt to change behavior?

Mr. Fargerr. No. I wouldn’t want to leave that impression, sir. 1
think if you look at all of the measures taken as a whole, the sum
total effect is to require all participants in the program to contrib-
ute to a tightening up of the standards. I didn’t mean to downplay
in importance that particular item as part of the entire package.

Clearly, one of the ways that you help keep a program from de-
veloping further problems is that you look ahearf a little and you
establish some parameters that will help, perhaps, direct things in
the channels that you'd like to have them. So I'd put it more in
that perspective rather than trying to correct a major problem.

Chairman Forp. Will the gentleman yield to me at that point?

Mr. Reep. Certainly, Mr. Chairman.

Chairman Forp. I'm glad to see him pursuing this. And, Mr. Far-
rell, I have to keep telling you I'm not trying to pick on you. We've
discussed this before in the committee, and we've discussed it with
the Secretary.

On the 31st of May | sent a letter to the Secretary informing him
that 1 was enclosing a copy of a Congressional Research Service
memo showing what we had done since the last reauthorization—
well, actually since 1980—to tighten us), as we described it when we
were doing it, the guaranteed student loan program.

This memo has 14 separate laws signed by successive presidents

containing 80 major provisions, each one of them designed to do
some ..ing to tighten up or tune up the guaranteed student loan
program.
And what I asked the Secretary to do, and this shouldn’t come as
a surprise to you, is what I'm going to ask him in every hearing we
have, again, “How much can you tell me, Mr. Secretary, have you
done about implementing these changes in the law and why
haven't you done anything about the others?”

Now, Mr. Banks mentioned one in particular that we've talked
about—the student loan data bank, which the Library of Congress
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identified as an important tool to improve Federal debt collection
and improve debt collection practices.

Now, today, the administration comes in through you and on
page three of your testimony wants some more provisions in law,
including such things as the right to require a driver’s license
number of a borrower, other borrower locator information and a
really extraordinary one, authorizing guaranty agencies and the
Secretary to garnish a defaulter's wages. They can do that now.

So unless you want to give the agency itseif, the department, the
power now exercised by the court in issuing a writ of garnishment,
you aren't really suggesting anything different. And I might sug-
gest to you that the reason that that’s a tough one is that the State
of Texas won't let you garnish wages for anything, and most other
States will let you garnish wages depending on family size, amount
of income, regularity of income, nature of the debt and so on. And
it's a real maze out there that a lot of people have looked at.

But let me take you back to where we would be now if your pred-
ecessors had done something about the changes we made in the
law. And I want this to be repeated over and over to the depart-
ment because I'm not going to waste a lot more time tightening in
this reauthorization when I find the* the big tightenings that we
did in the last reauthorization are still sitting on the shelf with
nothing happening.

Now, this data system was authorized in 1986 and it was pretty
general in our auti‘-,mrity to the department. But then we said the
information and data system, “shall include, but is not limited to.”
And if we had such a data system, you could tack on the driver’s
license right now.

“The amount and type of each such loan made.”’ Now, doesn’t
that sound like a terribly burdensome thing to do is keep track of
the amount and type of each loan made? “The names and social
security numbers of the borrowers, the gu..anty agency responsi-
ble for the guaranty of the loan, the institutions of higher educa-
tion or organization responsible for loans made under Part E, the
eligible institution in which the student was enrolled or accepted
for enrollment at the time the loan was made and any additional
institutions attended by the borrower,” something that Mr. Hough
made reference to.

And it goes on and on an on with one thing after another that
we thought, as a minimum, ought to be in such a data bank. Now,
last week the GAO testified that in their opinion, the department
would have the data bank ready to operate in late 1993. That's 9
years from point of start.

Mr. Banks apparently knows somethini about it because he said
that there’s no vendor yet selected to establish the data bank.

1 don’t want you to be responsible for answering for this, but
what I expect to get back from this inquiry to the Secretary is that
while looking at all these other things is to tell us what happened.
You're suggesting a 60 day delay in di bursement.

We did more than that: We put a 30 day delay in, but we also
Erovided for multiple disbursements, which is a way to avoid dis-

ursing money on a loan after the kid had left in the first semester
and we were still disbursing. We didn’t have to go look for the

148 %



Q

143

money back. If he wasn’t there for the second semester, he doesn’t
get the second half of the loan.

That’s been there for a while and yet because we don't have this
kind of a data bank, we can’t fairly ask you to tell us whether it's
working. We know it's causing a lot of inconvenience, but we don't
know how much we're getting out of it.

Until thinfelike these changes are actually put in place, we're
not going to be able to do it. Whoever is going to be doing this re-
authorization 5 years from now isn’t going to know any more than
I knew in 1980 when we started asking for these things or any
more than I knew in 1985 when we asked for them again.

And we've passed 14 laws with 80 specific provisions just on
tightening up guaranteed student loans. Everybody that's come
before us has a suggestion for another law. It's like passing more
traffic laws and not hiring any traffic cops or hiring traffic cops
that don’t want to enforce the law.

So we're going to continue asking the department not to explain
why it wasn't done, but tell us when can vou get this done. Could
you do better than the end of 1993, for example, on this data bank
if you really decided that it was important? And could some of the
other things that haven't yet been implemented be put on the list
to go now?

I have no question about the willingness of you and the Secre-
tary to move, but we want to be able to show the education commu-
nity, as well as the students themselves, before we go to the floor
with this bill that we're not doing more things to them while still
doing nothing about the things we tried to do to them before.

It bothers me that some of the bad conduct that was going on out
there at the beginning of the last decade is still there at the begin-
ning of this decade and people think that this committee and I
have been sittimir here like dummies letting it go on.

I want you folks to step up and take your best cut «t the ball.
And if we need more legislation, we'll give it to you. But we're not
going to give you more legislation until you start using what we've
already put over there in the department.

I yield back to the gentleman from Rhode Island.

r. REep. Thank you, Mr. Chairman, but I have no further ques-
tions.

Mr. GricLEY. I wanted to make a comment to Mr. Reed. I'm Mr.
Grigley. You addressed a question earlier to me about defaults.

It should be pointed out that banks do not control default rates,
that we comply with the regulations as required. And if we do not,
the loan claim is rejected and the bank absorbs the loss.

It would be interesting to note how much of that has gone on in
the past. Thank you.

Mr. Reep. You've reawakened my questioning instincts. Just to
follow up, essentially these loans are guaranteed by someone other
than the bank; is that correct?

Mr. GriGLEY. That's correct. They're guaranteed by the guaranty
agency.

Mr. REep. So when a loan goes into default, the guaranty agency
will relieve the bank of any loss; is that correct?

Mr. GriGLEY. Provided that the lender complies with the due dili-
gence requirements in the collection of that individual loan.
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Mr. REgp. But assuming that the due diligence is done, and 1
think that banks like yours and Chemical do it quite routinely and
quite thoroughly, that the bank ultimately does not absorb any
Josses in these things or in a very small number of cases, and it'’s
through your own lack of due diligence?

Mr. GriGLEY. That may be correct. As in my testimony, 1 men-
tioned that there are differences between guaranty agencies and
standardization is needed desperately for banks that operate in
multiple States.

Mr. Reep. Thank you, sir. Mr. Chairman, thank you.

Chairman Forp. Mr. Reed, it’s only fair, however, to note that
you were right on it and he dodged it a little bit. If due diligence
isn't exercised, you can't blame anybody but the lender because the
only due diligence requirements that affect your guaranty are the
due diligence requirements that are given specifically to the lender.

The due diligence requirement doesn’t require you to collect a
damn dime, does it? It only requires that you send a letter and that
you try to collect. It doesn't require that you succeed.

So there is no intervening factor like a reluctant payer or any-
thing else that affects your insurance other than the failure of
your own employees to do the specific steps that are required of
them to exercise due diligence. They don’t have to go out and grab
somebody and beat them over the head to get the money; they
simply have to send them a letter on time and keep their files up.
Isn’t that correct?

Mr. GriGLEY. Yes, that's partially correct.

Chairman FORp. I'll be glad to pursue your gquestion. What part
isn’t correct?

Mr. GriGLEY. There are different regulations and rules that we
lenders abide by when submitting claims to guaranty agencies that
where in some cases they ask for original checks and for others
they ask for copies. And claims get denied for little errors such as
they, as we indicated in our testimony.

So we should clearly review what the intent and what the actual
effort is on the part of the lenders. And 1 believe that most of
{\merica’s banks do make a good faith effort in collecting student
oans.

Mr. Reep. Will the gentleman yield? Just a comment, perhaps,
more than a question, is that this is an interesting sort of due dili-
gence. Most of the time banks do due diligence before they give the
money away; in this situation, they do due diligence when they try
to get it back. I mean, I don’t want to be too flip about this, but one
of the missing ingredients, perhaps, in the program is that banks
really don't do—or at least let me raise the question: How much
due diligence prior to the extension of the loan is done on the
credit worthiness of a borrower? Isn't it rather automatic given
the——

Mr. GricLEY. That's correct. First of all, there's very little due
diligence done up front because of the regulations. Furthermore,
there is probably no credit history on 99 percent of students, first
time borrowers anyway. In addition to that, the number one crite-
ria for granting any loans in the banking business is the ability to
repay, credit history second, and collateral third.
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And based on the fact that no one has an ability or a proven abil-
ity to repay those loans, certainly there is a lot more risk in that
than there is in other types of consumer loans.

Mr. Reep. Thank you, Mr. Chairman. Thank you.

Chairman Forp. 1 think in fairness to the banker, I should ob-
serve for the record that we don’t permit you to find out whether
the person is credit worthy before you make the loan. Because if
everybody who got a loan was credit worthy, you wouldn’t need
this program.

Mr. GriGLEY. | agree.

Chairman Forp. So it's not your fault that you're lending money
to people who aren’t going to have the ability to pay. Thank you
very much.

Mrs. Lowey.

Mrs. Lowey. Thank you, Mr. Chairman. I'm going to delve into
another whole area that has been discussed briefly this morning
and has been discussed several times in meetings in my own dis-
trict with loan offices.

What I'm interested in is helping the students who really want
to repay their loans repay them. And I'm interested in your com-
ments on several proposals that have been put on the table in
these hearings and in my district. And I'm interested in the impact
on the students, whether it really will help them repay the loans.
And I'm also interested in the cost that these proposals would
present.

These are the proposals: One, extending the grace period. It's
now 6 months. There are those who have come to me and said,
“Well, if you extended to nine or extended it to ten, it would really
help the students repay the loans.”

Extension of the repayment schedule: Most call for extending it
to 15 years; some people have come to me and said it should even
be extended further. And, incidentally, in regard to that, and per-
haps, Joe Case, you can also elaborate on your comment when you
said, “Finally, we're aware of no evidence or studies that indicate
such deferments change the actual academic choices or career ob-
jectives of students.”

Some students have come to me and said, you know, “How can I
go into teaching? I can’t afford to go into teaching. I have to begin
rgpaying my loan in 6 months.” S¢ verhaps someone could address
that, too.

Another proposal is changing the manner in which the loans are
repaid so that student payments are smaller in the early years and
larger in the later years when students are more likely to have a
decent income.

And, of course, I'd like you to present to us any other proposals
you have in this regard. go I would appreciate your comment on
these proposals, which have been the ones presented to me most
often, or any other proposals, in addition to getting the data bank
in place so we know where these students are. I think that certain-
ly was presented the other day.

Anybody care to begin?

Mr. Case. As for extension of grace periods, this was, in fact, a
provision in the statute until revision—I don't remember now.
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Chairman Forp. We're checking to see if we did it in 1986 or in
the first reconciliation.

Mr. Casg. 1986, I think it was. There are positive things and
there are negative things about it. The negative is that it does cost
the government more to continue full subsidization of the subsidy
for that extra 3 months.

Mrs. Lowgy. Excuse me for a minute, and I would appreciate
your comment. We have to compare that cost to the cost of a loan
default, and not getting any money at all.

Mr. Casg. True, absolutely. On the other hand, our student who
may stop out for a semester and enter repayment because of the 6
months grace period in those days did not have that occur. They
resumed—the grace period did not expire and, therefore, was, in es-
sence, erased once they were back in student status.

And so there is that positive side to it, but obviously there would
be costs to be taken into consideration on both sides as default
versus the subsidization.

Mrs. LowEy. Have you looked at that? Do you have any compari-
son data? Perhaps Mr, Farrell would.

Mr. Casg. I'm not aware of any.

Mrs. Lowey. Well, why don’t you finish and perhaps we can hear
from Mr. Farrell.

Mr. CAskE. As for extension of repayment period, that indeed is a
recommendation of NASFAA’s, in connection with expansion of
borrowing limits. A 10 year repayment period and the provision for
consolidation for larger loans which can extend the repayment
period currently under statute given present limits, I think, is
probably adequate.

If we do extend the borrowing capacity of students, 1 believe
there should be an extension of the period for repayment.

As for effects on choices, we are aware of no studies. In fact, the
only study that I'm aware of would indicate that borrowing, admit-
tedly, of college students and not others did not have an effe.t on
their gursuit of a graduate study; rather, their prospective incomes
was the greatest influence on what choice they chose for pursuing
study beyond the baccalaureate degree.

Mrs. Lowey. Mr. Farrell.

Mr. FARRELL. One of our proposals is to require lenders to pro-
vide a graduated repayment schedule, which would repay only in-
terest in the first year of repayment and then require the borrower
to resume repayment of principle after the fourth year, keeping it
on the 10 year statutory maximum repa ent schedule. e
thought is that that would establish a discipline for the rsg‘ayment.

I'd like to comment, if I may, you made reference to the chair-
man'’s observations on the data system. I couldn’t agree more that
one of the major pr%‘rams that we've got to put a maximum effort
behind is that one. The little fixes are sort 0 to take care of things
for now. Clearly, one of the shortcomings of the program is the in-
ability t¢ know some of the things that we'd like to know and you'd
like to know. .

And we're going to put a major effort behind that and we'll give
you a report.

Mrs. Lowgy. | personally would like to thank you. I haven't been
at this as long as the chairman, but certainly at the other hearings

163



147

it was just unbelievable to me that we don’t have this data bank.
And witness after witness just talked about incompetence at your
department, and I'd like to feel confident that we can look forward
to this data bank in the near future.

Mr. FarreLL. Thank you.

Mrs. Lowey. Selena.

Ms. DoNG. We are vi? much supportive of the first two propos-
als that you mentioned—restoring the grace period back to 9
months and extending the repayment schedule to 15 years.

We agree with you that many students genuinely want to pay
back these loans and by making it difficult to repay, then we end
up with the larger cost of defaults. In particular, the grace period:
sometimes after graduation it's difficult to find a job within 6
months, especially in these times of economic difficulty. And you've
seen the stories about, you know, graduates having real tough
times finding jobs in their fields.

And so if we extend it, sure, we have to pay the cost of the addi-
tional 3 months of the grace period, but we ultimately allow them
::io pay off the loan. It's in our interest as well of that of the stu-

ent.

And extending the repayment schedule 15 years would also help
in the long run iecause students want to pay back their loans. You
know, time and time again, I think we neec{ to stop seeing default-
ers as deadbeats who refuse to pay their loans; a lot of them would
like to but simply can'’t.

And as you know, once you go into default status, you can not
reverse that unless you pay the whole loan off. And many times,
that just is simply not possible. And so we want to work with you
and this committee to make the repayment possible.

And last, I just want to make a comment about the deferment
options and how, perhaps, we don't have evidence showing that
having deferments and partial cancellations for students going into
teaching will necessarily encourage them to do that.

We think that’s, once again, a result of inadequate publicity on
the student aid program, which is why we endorse the idea of a
publicity campaign as found in Congressman Sawyer’s Student
Counseling Assistance Network Act because, again, students just
don’t know. And if they don’t know, they can’t plan ahead to say,
*Well, sure I have this big loan but I do pursue my dream of being
a teacher, it will be ially cancelled.”

So we think a publicity campaign would help us target those stu-
dents who want to go into low paying professions but would, again,
with your assistance in getting adequate t aid, especially a Peil
grant entitlement, all students can graduate and make post-grad
uation career job choices based on their desires and their goals anu
not on economics. So everyone can go into a job regardless of its

pay.

g‘lrs. Lowegy. 1 appreciate that because I firmly believe, in my
contact with the schools in my district and the loan offices, they
felt that a majority of the students really do want to pay back. And
either they get lost out there or they just can’t pay because of real
life circumstances. I appreciate that.

Mr. Donovan. May | add a few comment to this? NCHELP has a
proposal in its reauthorization paper to pilot test an extension of
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the 120 day delinquency period that constitutes a default. We
found that there are enough instances of rehabilitation, in other
words, selling the loan back to the lender because it was pu

in default but the student wishes to repay.

There are enough instances of that that we'd like to at least pilot
test an extension of that. So you might consider that.

But secondly, I would add, too——

Mrs. Lowgy. Excuse me. Was that in your testimony?

Mr. DonovaNn. No. it's not in my verbal testimony. Actually, it
was not in my written testimony either, but I can furnish you
copies of the proposs). itself.

Mrs. Lowey. Thank you.

Mr. Donovan. T would like to add also, without addressing specif-
ically your other items, but should mention that over the years a
number of adjustments have been made in law which we have
found to be of a good deal of benefit to students, such as the unem-
ployment deferment, which is used very extensively. We have
found it is used very extensively and effectively, too.

We've found the loan consolidation provisions are used quite ef-
fectively, and others may wish to comment on that. We also find
that our lenders use a good deal of forbearance options to, for in-
stance, require that the student pay interest only for a certain
period of time or capitalize for a certain period of time and this
sort of thing to ease them through harder periods.

So I would state that a number of things have been done. But let
me state also one last comment that as a guarantor, we have found
that without addressing the manageability of debt, which deals
with delinquencies and so on, just talking about the amount of de-
fault, where are defaults coming from, can any of these ease the
default issue, we have found that 70 percent of our default pay-
m;zlnt.sl are for dropouts, for individuals who have dropped out of
school.

I think the dropout issue is by far the biggest issue, if one were
to try and curb defaults, We have found also, and I can't cite fig-
ures but I'm sure that others could, that defaults are very heavily
correlated to the very early periods of studies, freshman, some
sophomores. Once you get to upper division, the dropout rate is
much lower.

I believe that, and we've talked about it earlier, that if we could
target grants more heavily toward that very early period of time
and avoid the loans, we're going to avoid a lot of the defaults re-
sulting from the dropout phenomenon.

Mrs. Lowey. Thank you.

Mr. Houch. At the risk of opposing, in this instance, a benefit to
students, which we don't like to do, I would like to emphasize a
couple issues related to the first issue, which is extension of the
grace period from 6 to 9 months.

There are in place today in the law and in the lations from
the department a number of ways to handle students who are
hardshipped and need that extra time. Mr. Donovan mentioned the
unemployment forbearance; there are other means of forbearance
and deferments and these are used.

154



149

I think the incidence of default because a borrower needed those
extra 3 months and didn't get relief from forbearance and defer-
ment are very small.

So you've got, at the chairman pointed out, a lot of strength in
the program today if we can get the word out and use it effectively.

Mrs. Lowey. Just let me stop you at that point. So the question
is: Are the students getting the appropriate counseling? Are they
aware of that? And Selena's saying no.

Mr. HoucH. Well, we have real life experience of dealing with
several million borrowers and we get audited and we get reviewed
and we have claims that are examined by guarantors in every
State of the country, nearly.

This is not a problem where we are instructed that we are being
short with those benefits in any respect. The benefits are there;
they are extended, I think, with great regularity. There is a real
danger in aiming that particular grace period modification where,
in fact, I think a much more troublesome problem is the lack of a
grace period with all the loans that are made under the SLS pro-
gram,

And that is in numbers a far larger problem, where you have
graduate students und independent students who have to use both
the SLS and t*. Stafford program and then have to sort through
the complexi i a lender who under the law is obligated to come
after them ri;ht away for payments on the SLS loan while the
Staf(t)'%rd loan is going through a period of deferment or grace
period.

We need a grace period for the SLS program if we can figure out
how to pay for it. As far as the student default and the deferment
issues are concerned and repayment risk, banks have dedicated
consumer credit counseling services within their operations chese
days. And I know in my bank I have a dedicated consumer credit
counseling service in addition to a bankruptcy unit.

And we will work with any customer to refinance their debt,
extend it do whatever it takes to keep that customer with us and
also avoid filing a claim or end up with a loan loss any way possi-
ble. This is going on across the country today. Consumer credit
counseling services are working with banks, and they're a nonprof-
it organization. And we can also include them in student lending in
the future.

Mrs. Lowey. I appreciate your comments, but to pursue that for
a moment, at the last hearing there were a range of problems, it
seems, presented to us as a result of the lack of a data bank. So
you're saying that the bank which would have a good record of
those to whom they've lent money before that person goes in de-
fault would call them in, present them with all the options? Then
whly do we have such a problem? They don’t come in? You don’t
call them? They disappear.

Mr. GriGrLEY. That’s correct. The problem has gotten worse over
the last few years with the economy. And we have felt that, prob-
ably, too late that we should have communicated more with cus-
tomers early on during the default period.

Mrs. Lowey. Thank you very much. And the hour is late and I
know Chairman Ford wants to conclude. 1 just have one more
quick question, and if someone could respond to me.

Q
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I'm very interested, and I know the chairman is, in the whole
issue of how do you help those in the middle class. How do you
help them get the aid? And I'd be interested in someone’s response
to this. Should we expand eligibility for Stafford loans by changing
the needs analysis or by another means, or enact a separate middle
income loan ongam, or look to some other means entirely? If
someone could just respond to that. How do g'ou deal best with that
middle income student that’s being squeezed?

Mr. Case. In my view, the greatest access was provided from
1978 to 1981 under the previous Middle Income Student Assistance
Act; on the other hand, there were a good many students at my
own institution. The borrowing rate increased to approximately
two-thirds of the student body. It is currently at about 44 percent
of the student body.

So there was an additional 20 percent or so who were borrowing
without current definition of need. Perhaps the interim period
from 1981 through 1986, where we had a very simple need test that
focused on income, ignored assets, asked basically for four data ele-
ments, would be the course that, at least personally, 1 would say
might be the middle ground and the course to go.

Mrs. Lowey. Thank you. Yes, Mr. Farrell.

Mr. FARrELL. Thank you. I would comment that we can always
review adjustments in formula that involve things such as home
equity, farm equity and income. I would just observe that in a time
of budget discipline what we're proposing in grants and loans is a
very significant increase over the past year and a real effort, 1
think, on the part of the Secretary and the administration to put
as much money as is available into this very important area of stu-
dent access to education.

Mrs. Lowey. Thank you very much. I appreciate hearing your
testimony, and I look forward to working with you. Thank you, Mr.
Chairman.

Chairman Forp. Before you leave, maybe, Mr. Hou h and any-
body else, in 1986 we extended loan consolidation privileges on the
theory that people with a multiple package of loans and, therefore,
a large loan burden would be able to negotiate, first, with Sallie
Mae and with State guaranty agencies, then with any lender that
was willing to play.

As I recall it, you can go up to 20 years with a renegotiated pack-
age like that. Is that right?

Mr. Houcn. Yes. It can go up to 20 years.

Chairman Forp. And does anybody do it?

Mr. Houch. Yes. Sallie Mae is consolidatin around, in round
numbers, 450 to 500 million dollars of outstan 'n% loan debt each

ear and have been going at that pace since the law was written.

I believe there is an aggregate, perhaps, another 50 percent of
that number distributed through all other people offering consoli-
dation. Those numbers are very rough outside of our own experi-
ence.

And the range of years selected by the students in our own pro-
gram run from 12 to 20, and they're fairly evenly distributed. So
students exercise judgment when doing the refinancing and tend to
balance the higher interest costs with the need to have lower
monthly payments.
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Chairman Forp. Selena, do you think that from the student’s
perspective it's generally known that the privilege of loan consoli-
dation exists?

Ms. DonNG. Again, that’s another example of where students just
don’t know these options and would benefit from knowing about
them. And I would say that’s the same for forbearance options, you
know. I think that many of those students o that additional 3
months in the grace period could make a difference to don’t know
1e:‘:actly the process by which they can get forbearance on their
oans.

But, yes, consolidation is another example of that.

Chairman Forp. Well, now, I want you to consider this: The ad-
ministration is offering a little bit of relief by letting you capitalize
the first year of the loan and just pay the earned interest during
that first year. That gives you a little stretch out of when to pay
back, but that doesn’t cost any money. And we thank them for that
approach and appreciate their dexterity in avoiding putting any
money up.

But if you fool around with that 3 months, I remember when we
made the change from 9 to 6 months, and that cost money. And it
has to come from someplace out of the program. I've been going
through some of the thoughts that you expressed here. Did we
make a mistake? Did we discourage people from coming back into
repayment because we set the repayment date too early? And did
}hatz) in turn, put them into a habit and they're not paying the
oan’

The answer that comes back from the people that manage these
programs is that if people would come into the bank we would tell
them that they've got options other than going into repayment at
the end of 6 months if the reason they're looking for such an
option is that they don’t have a job or they're having a baby or
something else is happening.

These things don’t come together any place. Where do you think
that the obligation of the lending and guaranteeing and secondary
market community comes in to preadvise students or borrowers of
the options that they're going to have?

In other words, if you could convince everybody to come to your
bank, you would sort out automatically some presupposed percent-
age of what's called defaults in your bank by having them not go
into default by exercising one of these options. How do we make it
worthwhile for a banker to actively seek to get that information to
the borrower?

Mr. Banks. Mr. Chairman, I would like to suggest that the Con-
gress, really, has already enacted legislation on this and part of the
whole exit counseling process of which we provided two copies of
two different videos used in colleges as part of exit counseling,
which every graduate has to sign or students entering the repay-
ment phase where, in fact, most of their rights and benefits are ad-
vised in this.

It can be a little dry if it was done on a one on one counseling,
but a lot of these videos have become very, very good on a upbeat
way of keeping them interested while they're being counseled that
they are required to sign. And, in fact, it notifies them of all their
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benefits, whether it's forbearance, deferment, loans consolidation.
And, in fact, the Congress has enacted it.

Chairman Forp. We've a lot of language that talks about this
kind of intervention. Maybe we're intervening at the wrong point.
We've only fairly recently learned that if you want to stop high
school dropouts you have to start in kindergarten. That took us 200
and some years to figure that out.

It's pretty clear to us that students do not become informed in
sgite of videotapes and so on. And it runs through my mind that
showing a kid a videotape or giving him a lecture when they're en-
tering college or another school, anxious to do whatever you tell
me I have to do. “I'll do it and sign my name because I want this
money because I want to go to school.”

Now, they're going to remember that about as long as they re-
member everything they promised a girl on a first date before she
agreed to go out with him a second time. I mean, there's a natural
human phenomenon that we ought to be looking at here. There is
some state, thrciigh this whole process, at which somebody ought
to be grabbing these people by the seruff of the neck and saying,
“Now, you're going to be a person going into payment pretly soon.
And you've got to get a job, of course, but if you can’t, do you real-
ize that preferable to ruining your credit rating for the rest of your
life are these options?”

And where would you do that sort of thing? That’s a very direct
kind of counseling, Mr. Murphy. I'm familiar with the NATTS reg-
ulations that the schools will tell people that these are Joans and
not grants. And that’s very laudable, but I strongly suspect that it
comes at the wrong time. It comes at the beginning of the process
and not after they've settled into reality.

Mr. Murpny. 1 think there can be things the institutions can do
to help. If we were to require lenders, guaranty agencies to main-
tain dialogue with the institutions after graduation or withdrawal,
in terms of identifying and contacting students, 1 think that would
help quite a bit if it was a requirement that those two sectors
maintain dialogue with the institutions.

1 think another thought, one thing we've proposed is develop-
ment of creative and incentive programs to work with employers to
help students or make direct loan repayments as part of a compen-
sation plan in hiring students or graduates.

I think those two things might help the process after they are
thinking about the fact that they may not be able w0 make the pay-
ments or there’s evidence to indicate that they’re going into delin-
quency—communication with the institutions and possibly incen-
tives for employers.

Chairman Forp. Anyone else have anythin else to contribute?

Mr. Donovan. Mr. Chairman, I might add that a number of the
guarantors, of course, are concerned about this same issue. And
several of us have tried various approaches to try to get the word
out in a timely manner.

A couple of examples. Some of the guarantors send a mailer to
all students who have anticipated graduation dates coming up
within the next, whatever, several months stating their various op-
tions and some of the deferment and forbearance and so forth.
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Others also have developed very easy to present and read little
brochures that are handed or sent out to students as they graduate
or during the grace period. When we catch up with the student
after they leave school we often send materials to acquaint them
with these options.

Some of our lenders in the State of Washington use these little
documents in their initial mailers to students stating that they're
going to be enterir& repayment in such a period of time. So there
are several things that we are attempting to—NCHELP is attempt-
ing to compile all these various approaches. And, possibly, we
anight be able to give you a feel for what really works and what

oesn't.

Chairman Forp. Well, how do you react to his suggestion of a re-
quirement that the lender or the secondary market maintain con-
tact with the school after the student leaves, either by graduation
or withdrawal?

Mr. DonovaNn. I'm sorry. Are you asking me that, Mr. Chair-
man? What do I feel about the lender or the secondary market
maintaining?

Chairman Forp. It's been suggested that there ought to be a re-
quirement that the people involved in the process once the loan is
ready to go into regayment be required to maintain some kind of
contact with the school, inform them of what's going on, use their
resources, if you will, to find the student if he can’t be found.

Mr. DonovaNn. I am very—we do that and I believe it should be
required that guarantors and lenders stay in contact with schools if
there is any indication of, you know, inability to contact the stu-
dent or confusion in corresgondence and so forth.

Chairman Forp. Wouldn't you think that the requirement ought
to go the other way? That the school ought to be required to pro-
vide whatever it knows about the borrower to the secondary
market?

Mr. DoNovAN. Absolutely. Yes, I do.

Mr. Houcgs. Mr. Chairman, to go back and talk about our favor-
ite subject today, the database, that's what the data base is there
for. Students, schools, guaranty agencies, secondary markets, lend-
ers, the Federal Government, we all know what the status of
record was if the data base was there, was maintained and was
relied upon.

It sounds extraordinarily simple in that subject of status, and it
is simple. We just have to get it in place.

Chairman Fogrp. It becomes very complex when you talk to a stu-
dent who goes to undergraduate school in one State and deal with
one State's set of lenders and guaranty agencies and then goes to
graduate school or professional school in another part of the coun-
try. They deal with a whole new set of faces and then start getting
conflicting demanding letters from peoile when they get into re-

érn}ent ause the one group doesn’t know what the other group
is doing.

The idea of the data base is being a one centralized place. It
wouldn’t matter if you went to five colleges. You, William D. Ford
with my Social Security number wouﬁs end up in the same
common data base.

Mr. HoucH. That's correct.
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Chairman Forp. Which doesn’t now happen.

Mr. Houcs. That’s correct. The next to the last requirement on
a promissory note that goes with every guaranteed student loan,
right above where the borrower signs it, is a requirement that he
undertakes to keep the lender advised as to where he is, what his
address is, what school he’s enrolled at, and whether he’s enrolled
on an eligible basis. ’

That's seemingly simple enough, but as {lou just recited, we
make it incredibly difficult. Loans move from older to holder. The
student doesn’t really know exactly to whom to communicate in all
instances. The data base is aimed at getting past that and adding
reliability and a bit of convenience.

Chairman Forp, Thank you very much.

Ms. Dong. Mr. Ford, I don’t necessarily want to prolong this, but
I would like to associate myself with the comments about doing
this improved communication sharing among all the different
agencies, lenders and institutions. We agree that students fall be-
tween the cracks because there isn’t enough information continu-
ing after thﬁ' graduate,

But 1 would just like to comment briefly on how there needs to
be that personal touch. And I know that it’s certainly within your
concern but maybe not within your committee’s jurisdiction, but
there needs at institutions to be more time for financial aid coun-
selors to sit down with students.

At George Washington University, they expect students to get in-
formation about this very complex system from the two college
work studies which are set up, like, put out in the front desk to be
sitting ducks and have to answer all these questions.

There's no replacement for time spent with a financial aid officer
who knows this system. And by the same token, this exit counsel-
ing. You know, we ap?reciate the videos. And this is very difficult
for me because 1 don't want to make it sound like students are
stupid and, like, don’t realize the seriousness of taking out a loan
and need to have, you know, brightly colored brochures and need
to have their hands held.

But for many students, this is the first financial decision they
will ever make on their own. And many of them, especially first
generation college students like the African American student is
student president of Chicago State Universi;{lwho testified at Mr.
Hages’ field hearing, once he got there, bre i i
and being told by his community that he was gelling out, he was
going to take that $2,500 loan because he got this far. He’s going to
take it. And he didn't even know he was supposed to pay it back
once he dropped out temporarily.

And exit counseling, they literally say, “Oh, here. Here's a little

iece of paper. Go to the library.” The make you walk down to the
ibrary, you watch this video, and then you sign it. They don’t
know if you've actually seen it, and just nothing, nothing can re-
place having a conversation with someone who knows the ;is‘bem
and can impart to you the seriousness of taking out a loan. There’s
just no replacement for it.

And that's our concern. And so we certainly want to work with
this committee to insure that information is given.
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And about employer relief, my organization has had a number of
students turn down jobs with us. We pay $15,000 a year. Students
who have loans can't afford to take jobs with us, but we can't
afford to pay off their loans. So we've lost a lot of good students
who could be up here agitating and bothering you other than me.

So we want to work on these issues with ycu, and thank you for
your concern.

Chairman Forp. Thank you very much. I'm enjoying this but it's
been a long time, so the committee will stand adjourned.

[Whereupon, at 1:05 p.m., the subcommittee was adjourned, sub-
ject to the call of the Chair.]
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House oF REPRESENTATIVES,
SUBCOMMITTEE ON POSTSECONDARY EDUCATION,
ComMITTEE ON EDUCATION AND LABOR,
Washington, DC.

The subcommittee met, pursuant to call, at 9:30 a.m., Room 2175,
Rayburn House Office Building, Hon. William D. Ford [Chairman]
presiding.

Members present: Representatives Hayes, Sawyer, Andrews, Jef-
ferson, Reed, Coleman, Klug, Goodling, Petri, Gunderson, and Bar-
rett.

Staff present: Thomas Wolanin, staff director; Jack Jennings,
education counsel; Maureen Long, legislative associate; Gloria
Gray-Watson, administrative assistant; Brent Lamkin, staff assist-
ant; Jo-Marie St. Martin, minority education counsel; and Rose
DiNapoli, minority professional staff member.

Chairman Forpo. I am pleased to convene the Subcommittee on
Postsecondary Education for this, the twentieth of our 46—that
number keeps going up—46 hearings on the reauthorization of the
Higher Education Act.

'oday is our second of three hearings on the Stafford Loan Pro-
gram which provides almost four million students and their par-
ents with guaranteed loans to help finance postsccondary educa-
tion; $4.24 billion in Federal appropriations generated almost $12
billion in loan capital this year.

Our witness this morning will present new approaches to Federal
lending, and I am pleased that a distinguished member of this sub-
committee, Tom Petri of Wisconsin, will testify this morning in
support of his legislation, H.R. 2336, the Income Dependent Educa-
tion Assistance Act.

We will also hear testimony regarding other alternatives to the
current Stafford Loan Program, including direct lending.

1 ook forward to hearing the comments and suggestions of our
witnesses.

Without objection, the prepared statements of the witnesses will
be inserted in full in the record immediately following their oral
comments.

Mr. Coleman?

Mr. CoLEMaN. I have no statement.

Chairman Forp. All right.

Mr. Petri, it is all yours.
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STATEMENT OF THE HONORABLE THOMAS E. PETRI, U.S. HOUSE
OF REPRESENTATIVES

Mr. Perri. Thank you very much, Mr. Chairman.

The Higher Education Act has been called by some the most im-
portant social legislation to come before the 102nd Congress, and 1
certainly share that ogianion.

In our country we have the preeminent system of higher educa-
tion in the entire world, and our job durin% this reauthorization is
to keep it that way and to make certain that all Americans have
access to that system of higher education. This is a challenging
mandate under ideal circumstances, but more challenging given
our current budget situation.

With this in mind I along with Representative Sam Gejdenson of
Connecticut and 23 other cosponsors have introduced the Income-
Dependent Education Assistance Act, or the IDEA Act for short.

¢ IDEA Act sets up a supplementary direct student ioan pro-
gram in which repayment is based on the borrower’s income after
school and is collected as personal income tax by the IRS. Tke basic
principle behind it is that education represents, at least in part, an
investment. Students are investing in human capital when they
pay tuition, and they expect a return on that investment ir: the
form of higher future incomes.

Under IDEA, the government backs such investment in human
capital and in exchange receives a participating interest in the re-
turns to that capital. When we do that, it turns out that this ap-
proach enables us to achieve a large number of important advan-

tages.

In the first place IDEA is clearly fairer than the Stafford Loan
Program. IDEA repayment is geared exclusively to ability to pay
whereas Stafford is actually ive. Under Stafford, the stu-
dents who stay in school for the longest time, and therefore on av-
erage have the highest later incomes, pay the lowest effective inter-
est rates on their loans because they get the most benefit from
their school interest subsidy.

The second major advantage of the IDEA approach is that it pro-
vides a better deal for students than Stafford, Spplementary l.oans
for Students, or HEAL, For most students in 4 year programs the
cost of an IDEA loan is approximately equivalent to that of Staf-
ford but the IDEA loan provides the ad advantages of insur-
ance against low income, ease of repayment through the income
tax system, and complete flexibility of repayment that accommo-
dates life changes like unemployment, periods of child rearing, di-
vorce or death of a spouse, low earnings right after school, or peri-
ods of low wage public service employment.

For shorter term students, IDEA is a better deal even in terms of
cost, or effective interest rate paid. Even for graduate students
IDEA can still be a better overall deal.

The third major advantage of IDEA is that it solves the middle
income access problem that we have all been wrestling with. We
all know that it would cost a ton of money to open up eligibility for
Stafford loans to all students regardless of family income, but when
you turn things around and look at the problem from the IDEA
perspective, the whole picture changes. Under IDEA you actually
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want students from higher income families to participate because
they tend to have higher later incomes themselves, and some of
them will make limited premium interest payments that help to
subsidize the low income borrowers.

A fourth major advan of IDEA is that it rationalizes and dra-
matically simplifies the whole question of deferments and forgive-
ness provisions that, under the current system, constitute a some-
times arbitrary, unfair and complex mess that is next to impossible
to keep track of.

Under IDEA everyone who needs a deferment because of tempo-
rary low income, or forgiveness because of permanently low
income, automatically gets it with no fuss and no extra recordkeep-
ing, and we in the Congress don’t have to argue about which occu-
pations are more or less deserving.

The fifth IDEA advantage is that it solves the problem of what to
do about the severely troubled HEAL program for medical profes-
sions students. The IDEA Act does not repeal HEAL, which is not
under the jurisdiction of our committee, but it should largely drive
HEAL out of business because it is a much more attractive pro-
gram for those students who typically face extreme problems of im-
mense loan reﬁayment burdens and insufficient income shortly
after leaving school.

The final IDEA advantage I would like to mention is that this
anroach should save immense amounts of money, possibly billions
of dollars per year, and this is a crucial point. If we want to spend
more money on Pell grants or other parts of the Higher Education
Act, and I for one do, we have got to find savings elsewhere, and
IDEA is a Ferfect source because it saves tremendous amounts of
mor.ey while still providing a much better loan program than the
ones we have now,

At this point, you might ask how this is possible. How can we
save money while providing a fairer and better deal for siudents,
solving the HEAL and midgle income access problems, and provid-
ing universal deferment and forgiveness according to need! The
answer is that there are four mz})or sources of efficiency in IDEA
that correspond to four sources of waste in Stafford and other cur-
rent loan pro%'rama.

The first of these is that IDEA practically eliminates defaults.
There is no reason to default because repayment is based on ability
to pay and is capped at a reasonable percentage of income. There is
no opportunity to default because the repsyment is part of one’s
income taxes.

This alone is a thential source of savings on the order of a bil-
lion dollars plus. And even though I am proposing IDEA only as a
supplementary pro&nxlﬁ note that the bill does provide that all
new Stafford and loan agreements will carry a stipulation
that if those loans go into default, thx will be converted automati-
cally into IDEA loans and become subject to IRS collection under
the IDEA terms. In that way IDEA will reduce default costs even
under the programs that coexist with it.

The second major source of efficiency is a lower cost of capital.
Whereas existing use private capital at politically negoti-
ated interest rates, IDEA uses government capital at a cost equiva-
lent to the interest paid on government bonds of comparable matu-
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rity which will be much lower. That.is another billion dollar poten-
tial source of savings at no cost to students.

A third source of efficiency in IDEA is precise targeting of subsi-
dies. IDEA provides subsidies to all those who need them, only to
those who need them, and to the extent of their need. It pays for
these subsidies, at least partly, from limited premium interest pay-
ment, from high income graduates; that is, from those whose in-
vestments in education have paid off most handsomely. That is ex-
actly the reverse of the Stafford program, which on average subsi-
dizes high income graduates in preference to low income borrowers
who have low incomes in many cases precisely because they didn’t
graduate or invested only in shorter term programs.

The fourth and final source of IDEA efficiency is simplified ad-
ministration. Loan origination is simple because there are no extra
institutions involved and because there is no needs analysis.
Anyone attending an approved school is eligible regardless of
family income. Loan collection is also as simple as it can be. Since
the IRS is already in the tax collection business, and repayment is
included as personal income tax liability, the added cost of the pro-
gram would be negligible.

No additional tax returns are generated, as those who fall below
the filing threshold, and therefore owe no regular income taxes,
owe no additional IDEA payments either. In fact, IDEA should sim-
plify the job of the IRS because it will get the IRS out of the busi-
ness of withholding the refunds of loan defaulters.

In short, we have created a loan program which increases the
availability of funding, reduces default, and makes repayment
more manageable. To the extent that subsidies are involved, they
are progressive, and the money goes where it should go, to students
who need it rather than to bankers, defaulters, administrators, and
the richest graduates. In the process IDEA frees up a great deal of
Federal money which can be used for education grants, work study,
or for deficit reduction.

I have been very encouraged that there seems to be a good deal
of open mindedness on both sides of the aisle concerning reauthor-
ization of the Higher Education Act. Clearly, the time has come to
fix the problems inherent in the current law rather than continu-
ing to tinker around.

The IDEA Act provides an innovative and cost effective way to
ensure access to higher education for all students, and I encourage
my colleagues to study this initiative and to support it.

T would like to submit materials describing the IDEA Act and
ask that they be included in the hearing record, and I would be
happy to answer any questions that anyone might have.

[The prepared statement of Hon. Thomas E. Petri follows:]
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Mr. Chairman:

I would 1ike to thank you and my distinguished colleagues on this
subcomnittee for inviting me to testify today. Reauthorization of the
Higher Education Act has been called by some “the most important social
legislation t5 come before the 102nd congress®. I share this opinfon. Ip
the United States, we have the pre-eminent system of higher education in
the world. Qur job during this reauthorization is to keep 1t that way, and
to make certain that all Americans have access to the system.

That is a challenging mandate under ideal circumstances, but more
challenging given our current budget sftuation. With this in mind, I,
along with Representative Gejdenson and 23 other cosponsors, have
;ntraduced the Income-Dependent Education Assistance Act, or the IDEA Act

or short,

The IDEA Act sets up a supplementary direct student 1gan program, in
which repayment is based on the borrower’s income after school, and 1is
collected as personal income tax by the IRS. The basic principle behind it
is that education represents, at least in part, an investment. Students are
investing in human capital, and they expect a return on that investment in
the form of higher future incomes. Under IDEA, the government backs such
investments in human capital and in exchange receives a participating
interest in the returns to that capital. In effect, students borrow against
their future jpcome streams. On an individual basis, students can’t finance-
education in this way, because they can’t pledge their human capital as
collateral and each individual can’t guarantee a particular Jevel of return
on his or her investment. But collectively financing education on the
basis of pooled ri\% and return on investments is 2 sound governmenta)
approach to student afd. The IDEA program takes that sound approach from
theory to practice.

When we do that, it turns out that this approach enables us to
achieve a large number of important advantages. In the first place, IDEA is
clearly fairer than the Stafford loan program, IDEA repayment fs geared
explicitly to ability ¢o pay, whereas Stafford is actually regressive.
Under Stafford the studeits who stay in school for the longest time, and
therefore have the HIRHEST later incomes, pay the LOWEST effective interest
rates on their Joans because they get the most benefit from the in schoo?
interest subsidy.
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A second major advantage of the IDEA approach is that it provides a
better deal than Stafford, SLS, or HEAL for most students. For most
students in four year programs, the COST of IDEA Toans is approximately
equivalent to that of Stafford, but the IDEA oan provides the added
advantages of insurance ag;inst Tow income, ease of repayment through the
income tax, and complete flexidility of repayment that accommodates life
changes like unemployment, periods of child rearing, divorce or death of a
spouse, low earnings right after school, or periods of low wage public
service employment. For shorter terw students, IDEA is 8 better dea) even
in terms of cost, or effective interest rate paid. Even for graduate
students, IDEA can sti11 be a better overall deal, especially for borrowing
during the graduate years,

A third major advantage of IDEA is that it solves the middle income
access problem we’ve 811 heard about. We all know that it would cost a ton
of money to open up e1igibi)1t§ for Stafford loans to al} students
regardless of family income. But when you turn things around and look at
the problem from the IDEA perspective, the whole picture changes. Under
IDEA you actually want students from higher income famities to participate
because they tend to have higher later incomes themselves and some of them
will make limited premium interest payments that help to subsidize Tow
income borrowers.

A fourth major advantage of IDEA is that it rationalizes and
dramatically simplifies the whole question of deferments and forgiveness
provisions that, under the current system, constitute an arbitrary, unfair,
complex mess that’s next to impossible to keep track of. Under 1DEA,
everyone who needs a deferment dbecause of temporarily low income, or
forgiveness because of permanantly low income, automatically gets {t, with
no fuss and no extra record keeping. And we in the congress don’t have to
argue sbhout which occupations are more or less deserving.

A fifth 1DEA advantage is that it solves the problem of what to do
about the severely troubled HEAL program for medical professions students.
The IDEA act does not repeal HEAL, which §s not under the jurisdiction of
our committee, but it should targely drive HEAL out of business because it
is much mare attractive for those students, who typically face extreme
problems of immense loan repayment burdens and insufficient income shortly
after leaving school.

The final IDEA advantage 1°'d 1ike to mention is that this approach
should save immense amounts of money, possibly in the billions ¢, scllars
per year. That is a crucial point. If we want to spend more money on Pell
grants or other parts of the Higher Education Act, we've got to find
savings somewhere, and IDEA is 3 perfect source because it saves these
tremendous amounts while still providing a much better loan program than
the ones we’ve got now.
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You might well ask at this point how this is possible. How can we
save money while providing a fairer and better dea) for students, solving
the HEAL and middle income access problems, and providing universal
deferment and forgiveness according to need? The answer is that there are
four major sources of efficiency in IDEA that correspond to four sources of
waste in Stafford and other current loan programs,

The first of these is that IDEA practically eliminates defaults.
There 45 no reason to default because repayment is based on ability to pay
and is capped at a reasonable percentage of income. And there is no
opportunity to default because the repayment is part of one’s income taxes.
This alone is a potential source of savings on the order of a billion
dollars plus. And even though I am proposing IDEA only as & supplementary
program, note that the bil) dees provide that a1l new Stafford and HEAL
1oan agreements will carry a stipulation that if those loans go into
default, they will be converted automatically into IDEA loans and become
subject to IRS colleciion under the IDEA terms. In that way, IDEA wil}
reduce default costs even under the programs that coexist with tt.

The second major source of efficiency §s a lower cost of capital.
Whereas existing programs use private capital at politically negotiated
interest rates, IDEA uses government capital at a cost equivalent to the
interest paid on government bonds of comparable maturity, which will be
much lower. That's another billion dollar potential source of savings at
no cost to students. While it may appear that this source can be tapped
with 2 non-income-dependent direct loan approach, such as those you will
hear about from other witnesses this morning, those proposals suffer from
potential collection problems. Only the IDEA-type approach justifies
collection as income taxes by the IRS, which solves the collection problems
associated with direct government loans,

A third source of efficiency in IDEA is precise targeting of
subsidies, IDEA provides subsidies to all those who need them, only to
those who need them, and to the extent of their need. It pays for those
subsidies, at least partly, from limited premium interest payments from
high tncome graduates -- that is, from those whose investments in education
have paid off most handsomely. That's exactly the reverse of the Stafford
program, which, on average, subsidizes high income graduates in preference
to low income borrowers, who have low incomes in many cases precisely
because they didn’t graduate or invested only in shorter term programs.

The fourth and final source of IDEA’s efficiency is simplified
administration. Loan origination is simple because there are no extra
fnstitutions involved and because there is po needs analysis. Anyone
attending an approved school is eligible regardless of family inCome.
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Loan collection i5 also as simple as it can be. Since the IRS is
already in the tax collection business, and repayment is included as
personal income tax 1iability, the added costs to the program would de

1igidble. No additiona) tax returns are generated, as those who fall
below the fiIinS threshold, and therefore owe no regular income taxes, owe
no additional IDEA payments either. In fact, IDEA should simplify the job
of the IRS, because it will get the IRS out of the business of withholding
the refunds of loan defaulters.

In short, we bave created a loan program which increases the
availability of funding, reduces defaults, and makes repayment more
manageable.

To the extent that subsidies are involved, they are progressive.
And the money goes where it should go -- to students who need it -- rather
than to bankers, defaulters, administrators, and the richest graduates

In the process, IDEA frees up a great deal of federal money which
can be used for education grants or for deficit reduction.

I have been very encouraged that there seems to be a good deal of
openmindedness on both sides of the aisle concerning reauthorization of the
Higher Education Act. Cleirly the time has come to fix the problems
inherent in the Current law, rather than continuing to tinker around. The
IDEA Act provides an innovative and cost-effective way to ensure access to
higher education for all students, and I encourage my colleagues to study
this initiative and support it.

I would 1ike to submit matertals describing the IDEA Act and ask
that they be included in the hearing record.
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IDEA COMF:TI3 TO STAFFCRD LCANS

Assume: Staffard berrowers pay ui-front fees of 8% therefors the, need to
borrow $108.70 to ge: 5100 to use {.92 x S108.70 « 5iCC);
IDEA intarest charged (~am day one} s 8% (i.e.t-bi?" ratas » 63):
Four-year student borr:ws to spend $]14,0C0 as follows: $220C 1n
year 1, $3000 ip yea- 2. $4000 in year 3, and $5CCT im year 4.

In-Sche:” Account Histories

Stafforg [DEA
Ade te Total oozt to Teta?
Date Ac=’t  Owed Aazaunt Cwed Nesa:

§-1-1 s.087 $.l2 semester .. .- 1 loan
12-31-1 22.40 interest - &4 ~¢., 8%
2-1-2 c8r e loan: sev. 2. yr. !
e-1.2 1831 Wi loan: ser. 1. yr. 2
12-31-2 gl.ll 12 mo. frz. ¢~ S1025.4°

" t1.33 int . : 11 <o, S.00C
* 6.3 ” 4 -2, 3.50C
° $3905 $3720.43
2-1-3 1530 ikt toan
8-1-3 2i74 213 "
12-31-3 3t 72 at.c 12 a0 32TZ1.8%
. Lo SRS SRR Vi
. 3280 » 4 e
" 7408 723..%6
2-1-% 2.74 PR toan
8-1-4 2718 22l "
12-31-4 2.3 88 int.: 12 -2.°37431.98
" 135,580 ” 1 ¢ 2200
" %¢.00 h 4 ", 2500
" 12,5018 13,008.18
2-1-8 2717 PR Yoan: sam. 2, sr. &
§-1-8 83,54 int : § me.’813,009.12
" £2.00 b & 2800
- 15,218 18,008.82

Stafford final total = 8.7% mere than $14,00C; IDEA total = 1&.3% more.

BUT, the Stafford borrower rapays his Toan at a higher effecitve
intarest rate, averaging about 2 5/8%, versus 8% for most borrowers under
IDEA. The Stafford menthly paymest of $189.74 would actually repay $15,638
worth of loans at 8%. So the I0fA loans are $370.82 (plus repayment pertod
interest) more expensive than the Stafford loans. But the IDEA borrower
receives complete repayment flexidtlity, lew income protection, and pase of
application {(with no needs analysis and no need to go to & bank.

Clearly, IDEA should be the lean of choice for many 4-yeir students.
It is actually less expensive fo- virtually all those 1n shorizr programs,
and it §5 still attractive for mi~, graduate students, especia’ly those
with borrowing concentrated in t-: graduate years.
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IDEA COMPARED TO HEAL

An B% insurance premium is deducted from HEAL Toans up front.
Therefore, you must borrow $108.70 to get $100 to use for education.

HEAL loans are charged variable interest from day one at the average 91 day
t-b111 rate plus 3% {rounded up to the nearest 1/8 %, which the following
analysis ignores). Interest payment is deferred and capitalized while the
student is in school and for up to & years of residency.

BUT, that interest is charged on the whole $108.70.

The EFFECTIVE interest rate paid based on the $100 actually used
varies with the number of years the loan is outstanding before
repayment begins. Assuming 6% t-bi11 rates and a 10 year repayment
period, these effective rates ar2 as follows:

Years % Premium Over T-bills

4 5/8% -

about 4 3/B%
4 174 -
%+

about 3 7/6%
3 3/8% »

O NOY D AR P e
o
[

w
W
N
o
w
»

1DEA borrowers pay no up-front fees, are charged standard interest of 2%
over the t-bill rate, and face the possibility of paying premiup interest
of up to a maxioum of 4.5% over the t-bill rate {if their incomes are
especially high in the first 12 years after school), or paying subsidized
interest at rates all the way down to zero or below if their incomes are
low over a 25 year period after school.

Therefore, the STANDARD cost of a3 HEAL loan is only slightly less
than the MDST you can pay under IDEA {and note that the longer your
residency, the fewer high earning years you have in which to pay
premfum interest during your first 12 post-schoel years under IDEA).

AND, IDEA offers other advantages, including:

complete flexibility (payments always limited as % of income},

low income protection,

high interest protection (interest cam never go over 12.5%, no
matter what happens to t-bills in any year; HEAL has ne
upper limit on interest}.

IN SUM, IDEA should be the loan of choice for virtually all well-advised
medical professions students.

Yet IDEA still should save taxpayers mopey due primarily to a lower cost of
capital and the virtual elimination of defaults.
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IDEA ACT - SYNDPSIS

The IDEA Act creales a new supplementary student loin program in which
repayments are determined by post-school income of the borrower and are
collected by the IRS as part of the individual income tax, The program
avoids taxpayer subsidies but does contain an internal cross-subsidy from
those with very high incomes to those with very tow incomes. Essential
features follow:

» Students may borrow up to $70,000 total ($6,500 for each of the first
two years undergraduate, $8,000 for third and later years, $11,000 per
year graduate), but any amounts borrowed under other federal programs
are subtracted from these limits. The $70,000 limit is phased out
between age 35 and 55 so that borrowers do not assume obligations
disproportionate Lo their remaining earning years. There are higher
limits for certain medical professions.

+ forrowers’ accounts are charged interest each year at the average 91 day
7-bil11 rate for the year plus 2%, but in no case more than 10%. There
are no up-front fees {i.e. for "loan origination® or insurance).

+ For a given account balance, the annual repayment amount for a given year
varies according to income., Progressivity is derived from the income tax
rates applicable to single and married taxpayers before tax reform.

* Most horrowers will pay off IDEA loans at the T-bili plus 2% rate in 12
to 18 years. However, borrowers with high post-graduatton incomes who
finish repayment within 12 years can pay up to 2 1/2 points more than the
interest originally charged to their accounts, while low income
borrowers will have any unpaid portions of their loans forgiven after 25
years.

* No borrower will owe payments for any year in which his income is below
the tax return filing threshold {510,800 for joint returns and $6,050
for single returns in 1993). Any borrower’s total payments are capped
by a percentage of his income that rises gradually as income rises
(generally below 15% at a moderate income level). Along with the
progressivity in the normal repayment schedules, this assures borrowers
that their payments will be manageable, regardiess of job changes,
unemployment., retraining, homemaking, etc.

* No means tests restrict IDEA borrowing. They would not reduce government
costs and would prevent participation by future high income earners.

* Al1 those needing "deferments” to enter Tow-paying public service Jobs
automatically receive them., No need for complex deferment schemes,

* Borrowers may voluntarily convert any Stafford and HEAL debt to IDEA
ltoans of the same origination date. New Stafford and HEAL Toaas that go
into default will be converted automatically to IDEA loans.

* IDEA repayment obligations may not be discharged in 2 bankruptcy
proceeding.

* Borrowing limits and repayment schedules are indexed for inflation.
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IDEA ACT - BASIC ELEMENTS

LOAN LIMITS

$6,500 for first two years undergrad, $8,000 for third 3 later years,
and 311,000 per year for graduate students, less amounts borrowed
under other federal programs; cusulative limit of $70,000; higher
Vimits for certain medical professions schools.

INTEREST

Interest charged to borrowers’ accounts each ysar at lesser of 10% or
2% over the average 91-day 7-bi1l rate for that year; no extra
origination fees or tnsurance premiums.

No in-school interest subsidy or in-school interest payments:
interest accrued while in school is added to principal for later
payment.

REPAYMENT

After leaving school, each year borrowers find repayment amounts from
simple tables with income on one axis, maximum account balances on
the other axis; total payments are capped at 20% of the difference of
income minus the relevant income tax filing threshold (510,500 joint
or $6,050 single in 1593).

For given account balance, standard payment {made by singles between
$31,380 and $37,740 and couples between $39,0560 and $48,600) would
pay off account balance in 12 years if T-bi11 « 2% rates average 8%.

For given account balance, payment at Jowest incomes is a bit less
than 1/2 the standard payment, payment at highest incomes is twice
the standard payment; most people repay loans in 12 to 18 years,

Progressivity of tables derived from pre "86 income tax rate
schedules.

Stafford or HEAL loans may be converted to IDEA; cap on total annual
payments applies to converted loans.

Repaymant ends whenever account balance is paid off at actual T-bill
plus 2% variable rates charged to account, or upon death or disability,
except:
Any unpaid balance is forgiven after 25 years of repayment, and
Borrowers must make payments for at least 12 years, except:
Barrower is finfshed paying in Yess than 12 years when

cumulative payments pay off account at effective variable
interest rate (called "buyout rate®) of T-bil) plus 4 1/2%
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INCOME DEPENDENT EDUCATION ASSISTANCE (IDEA): Repayment by Unmarried Taxpayers

income: 6050 16000 15000 20000 25000 30000 35000 40000 S0000 75000 100000 168000
{1} progessivity factor 0.467 0.513 0.600 0.76% 0.867 6.971 1.000 1.035 1.16} 1.359 1.538 2.000
{2} annual payment per $10,000
maxtmus account balance 50 $681 $796 $1070 51181 $128¢9 $1327 $1373 $1541 $1803 $2042 $2658&
(maB)
{3} (a) maximum annual payment HY) $790 51790 $2790 $3790 $4790 $5790 $6790 $8790 $137190 $18790 §32390
(b} amount 1n {3}(a) as 8.0 7.9 11.9 14.0 18.2 16.0 16.9 17.0 17.6 18.4 18.8 19.3
percent of 1ncome
{c) MAB at which {3}{a) N A $11601 $.2487 $27353 syz2e28 $37161 $43632 $49354 §57041 376484 $92018 $122042 —
s reached g
{4) years requrred to pay 6% 38 24 1% 12.% i1- 10+ 10- 8.% 7 6 4.5
bacx lpan at indicated 8% 50+ 20 15+ 13- 12 1te g5 8- 7- 5.
interest rates 10% 8] 21 16+ 18- 13.8 11 B.5 ? 5
123 13+ 10- 8- 5.%
{h based upon income level of borrower; derived from pre ‘86 income tax rate struCture and specified in the IDER Act.
12} line {2} » Tine {1} x $1327; MAB 1s highest amount of unpaid principal and accrued
tnterest during the history of 2 borrower's 1DEA account.
(3)1a) 1rwne (3)(a) ~ 20% of (MAGI minus 3$6,050). $6,050 is the tax filtng threshold for jotnt returns in 1983,
{31(c} Tne {3){c} = {(I}{a) divided by Tine (2)} x $10,000.
(4 numbers higher than 25 are tllustrative only, since borrowers are excused from any remdining odbligatson after 25 years:

since the standard interest charges are capped at 10%, the 12% line is of interest only with respect to potential high
tNCOMe premums



INCOME DEPENDENT EDUCATION ASSISTANCE (IDIA): Repayment by Taxpayers Filing Joint Returns

Income: 10900 15000 20000 25000 30000 35000 40000 50000 15000 100000 160000 240000
{1) progessivity factor 0.485 0.586 0.618 0.734 0.843 0,932 1.000 1.01% 1.210 1.31} 1.477 2.000
{2) annual paymwent per $10,000
l::;uun account dalance $0 3125 sg20 5974 $1119 $1237 $1327 $1346 $1606 $1740 $1960 S2654
{MAB)
{3} (a) maxisum annual payment HY $820 $1820 §2820 $3820 $4820 $5820 $7820 s12820 $17820 $29820 §45820
{(b) smount in (3){a) as 0 5.5 9.1 i1.3 12.7 13.8 4.6 15.6 ir.1 17.8 18.6 18.1
percent of income
{c) MAB at which (3)(a) N.A. 11310 22198 28953 34138 38965 43858 58098 79826 10241¢ 152143 172645
15 reached
{4} years required to pay &% k1] 22.5 16 13 1.5 104 10 -3 T+ 6+ 4.5
back loan at indicated g ?? A 16+ 13.5 12 12- $ 8 ¥- 4.5
tnterest rates 1% 24 17+ 14.5 14 10¢ L) 7.5 H
1% 12+ 10+ 8 S+

based upon income leve: of borrower; derived from pre ‘86 inCome tax rate structure and specified in the IDEA Act.
this fiqur> « Tine (1) x $1327; MAB is highest amount of unpaid principal and accrued
interest during the history of a borrower’s 1DEA account.

(a) line (3)(a)-20% of (MAGI minus $10,900). 510,900 ts the tax filing threshold for jeint returns in 1993,

{c) tine {3){c)e {(3)({a} divided by Yine (Z}} x $10,000.
nusbers higher than 25 are tllustrative only, since borrowers are excused from any rematning obligation after 25 years:
since the standard 1ntersst charges are capped al 10%, the 12% line 15 of sinterest only with respect to potential high
income premyums.
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To establish a higher education loan program in which a borrower’s annual

Mr.

To

1
2
3
4
5

repayment obligation is dependent upon both postschool income level
and borrowiag history, and for other purposes.

IN THE HOUSE OF REPRESENTATIVES

May 14, 1991

PeTR! (for himself, Mr. GRJDENSON, X.. MOLINARI, Mr. INHOFE, Mr.
SANTORUM, Mr. PORTEP, Mr. LAFALCE, Mr. LANCASTER, Mr. SunDp.
QuisT, Mr. NUSSLE, Mr. HORTON, Mr. McCoLruw, Mr. HuGHES, Mr.
HERTEL, Mr. CAMPBELL of Colorado, and Mr. DE Lu6o) introducer’ the
following bill; which was referred jointly to the Committees on Education
and Labor and Ways and Means

A BILL

establish a higher education loan program in which a
borrower's annual repayment obligation is dependent
upon both postsehool income level and borrowing history,
and for other purposes.

Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,
SECTION 1, SHORT TITLE.

This Act may be cited as the “Income-Dependent
Education Assistance Aet of 19917,



173

2
TITLE I—SYSTEM FOR MAKING INCOME-

DEPENDENT EDUCATION ASSISTANCE LOANS
SEC. 101. PROGRAM AUTHORITY.

The Secretary of the Treasury shall, in accordance
with the provisions of this title—

(1) make loans to eligible students in accord-
ance with this title, and

(2) establish an account for each borrower of
such a loan, and collect repayments on such loans,
in accordance with section 6306 of the Internal Rev-
enue Code of 1986.

SEC. 102. AGREEMENTS BY ELIGIBLE INSTITUTIONS.

(a) TERMS OF AGREEMENT.—In order to qualify its
students for loans under this title, an eligible institution
shall enter into an agreement with the Secretary of Educa-
tion which—

(1) provides that the institution will collect ap-
plications for loans under this title from its students
that are in such form and contain or are accompa-
nied by such information as the Secretary of the
Treasury may require by regulation;

(2) contains assurances that the institution will,
on the basis of such applications, provide to the See-
retary of the Treasury the information required by
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section 104 and will certify to the Seeretary of the
Treasury—

(A) the cost of attendance determination
for each student; and

(B) the amount of any outstanding loans
to such student under title IV of the Higher
Edueation Act of 1965 or title VII of the Public
Health Service Act;

(3) provides that the institution will provide to
each student applying for a loan under this title 2
notice provided by the Secretary of Education of the
student’s obligations and responsibilities under the
loan;

(4) provides that, if a student withdraws after
receiving a loan under this title and is owed a
refund—

(A) the institution will pay to the Secre-
tary of the Treasury a portion of such refund,
in accordance with regulations prescribed by the
Secretary of the Treasury to ensure receipt of
an amount which bears the same ratio to such
refund as such loan bore to the cost of attend-
ance of such student; and
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(B) the Secretary of the Treasury will
credit the amount of such refund to the stu-

dent’s acecount; and
(5) contains such additional terms and condi-
tions as the Secretary of the Treasury or Secretary
of Education prescribes by regulation o protect the
fiscal interest of the United States and to ensure ef-
fective administration of the program under this

Act.

(b) ENFORCEMENT OF AGREEMENT.—The Secretary
of Education may, after notice and opportunity for a hear-
ing to the institution concerned, suspend or revoke, in
whole or in part, the agreement of any eligible institution
if the Secretary of Education finds that such institution
has failed to comply with this title or any regulation pre-
seribed under this ti « or has failed to comply with any
term or condition of its agreement under subsection (a).
No funds shall be loaned under this title to any student
at any institution while its agreement is suspended or re-
voked, and the Secretary of Education may institute pro-
ceedings to recover any funds held by such an institution.
The Secretary of Edueation shall have the same authority
with respect to his functions under this Act as the Secre-
tary of Education has with respect to his functions under
part B of title IV of the Higher Education Act of 1965.
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(e) NOTICE TO SECRETARY.—The Secretary of Edu-
cation shall annually submit to the Secretary of the Treas-
ury a list of the eligible institutions having effective agree-
ments under this section, and shall promptly notify the
Secretary of the Treasury of any action taken under sub-
section (b) to suspend, revoke, or reinstate any such agree-
ment.
SEC. 103. AMOUNT AND TERMS OF LOANS.

(a) ELIGIBLE AMOUNTS.—

(1) ANNUAL LIMITS.—Any individual who is de-
termined by an eligible institution to be an eligible
student for any academic year shall be eligible to re-
ceive an IDEA loan for such academic year in an
amount which is not less than $500 or more than
the cost of attendance at such institution, deter-
mined in accordance with section 484 of the Higher
Education Act of 1965. Tte amount of such loan
shall not exceed—

(A) $6,500 in the case of any student who
has not completed his or her second year of un-
dergraduate study;

(B) $8,000 in the case of any student who
has completed such second year but who bas
not completed his or her course of undergradu-
ate study;
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1 (C) $30,000 in the case of any student
2 who is enrolled in a graduate degree program in
3 medicine, deht.ist.ry, veterinary medicine, podia-
4 try, optometry, or osteopathic medicine; or

5 (D) $22,500 in the case of any student
6 who is enrolled in a graduate degree program in
7 pharmacy, chiropractic, public health, health
8 administration, elinical psychology, or allied
9 health fields, or in an undergraduat: degree
10 program in pharmacy; or

11 (E) $11,000 in the case of any other stu-
12 dent.

13 (2) LIMITATION ON BORROWING CAPACITY.—
14 No individual may receive any amount in an addi-
15 tional IDEA loan if the sum of the original principal
16 amounts of all IDEA loans to such individual (in-
17 cluding the pending additional loan) would equal or
18 exceed—

19 (A) $70,000, minus
20 (B) the product of (i) the number of years
21 by which the borrower’s age (as of the close of
22 the preceding calendar year) exceeds 35, and
23 (ii) one-twentieth of the amount specified in
24 subparagraph (A), as adjusted pursuant to
25 paragraph (3).
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(3) EXCEPTIONS TO BORROWING CAPACITY LIM-
ITS FOR CERTAIN GRADUATE STUDENTS.—For a
student who is—

(A) a student described in paragraph

(1)(C), paragraph (2) shall be applied by sub-

stituting *$143,370” for ““$70,000”; or

(B) a student described in paragraph

(1)(D), paragraph (2) shall be applied by sub-

stituting “$115,770” for $70,000".

(4) ADJUSTMENT OF LIMITS FOR INFLATION.—
Each of the dollzr amounts specified in paragraphs
(1), (2), and (3) shall be adjusted for any academic
year after calendar year 1994 by the cost-of-living
adjustment for the calendar year preceding such
academic  year  determined  under section
6306(h)(3)(C) of the Internal Revenue Code of
1986, rounded to the nearest multiple of $100 (or,
if such adjustment is a multiple of $50 and not a
multiple of $100, such adjustment shall be increased
to the next higher multiple of $100).

(5) COMPUTATION OF OUTSTANDING LOAN OB-
LIGATIONS.—For the purposes of this subsection,
any loan obligations of an individual under student
loan programs under title IV of the Higher Eduea-
tion Act of 1965 or title VII of the Public Health

185



V-JN- TN B~ SV E " I o5 B

O & T T S S N N R I o e e e =,
W B W N O O 0 I s W N D

179

8

Service Act shall be counted toward IDEA annual

and aggregate borrowing capacity limits. For pur-

poses of annual and aggregate loan limits under any
such student loan program, IDEA loans shall be
counted as loans under such program.

(6) ADJUSTMENTS OF ANNUAL LIMITS FOR

LESS THAN PULL-TIME STUDENTS.—For any stu-
dent who is enrolled on a less than full-time basis,
loan amounts for which such student shall be eligible
for any academic year under this subsection shall be
reduced in accordance with regulations prescribed by
the Seeretary of Education.

(b) DURATION OF ELIGIBILITY.—An eligible student
shall not be eligible to receive a loan under this title for
more than a total of the full-time equivalent of 9 academic
years, of which not more than the full-time equivalent of
5 academic years shall be as an undergraduate student
and not more than the full-time equivalent of 5 academie
years shall be as a graduate student.

(c) TERMS OF LOANS.—Each eligible student apply-
ing for a loan under this title shall sign a written agree-
ment which—

(1) is made without security and without en-
dorsement, except that if the borrower is a minor

and such note or other written agreement executed
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by him would not, under the applicable law, create
a binding obligation, endorsement may be required,
(2) provides that such student will repay the
principal amount of the loan and any interest or ad-
ditional charges thereon in accordance with section

6306 of the Internal Revenue Code of 1954;

(3) provides that the interest on the loan will

accrue in accordance with section 105;

(4) certifies that the student has received and
read the notice required by section 102(a)(3); and

(5) contains such additional terms and condi-
tions as the Secretary of the Treasury may prescribe
by regulation.

(d) DISBURSEMENT OF PROCEEDS OF Loans.—The
Secretary of the Treasury shall, by regulation, provide for
the distribution of loans to eligible students and for the
appropriate notification of eligible institutions of the
amounts of loans which are approved for any eligible stu-
dent, and for the allocation of the proceeds of such loan
by semester or other portion of an academic year. The
Secretary of the Treasury shall distribute the proceeds of
loans under this title by disbursing to the institution a
check or other instrument that is payable to and requires
the endorsement or other certification by the student.
Such proceeds shall be credited to any obligations of the
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eligible student to the institution related to the cost of at-
tendance at such institution, with any excess being paid
to the student. The first installment of the proceeds of
any loan under this title that is made to a student borrow-
er who is entering the first year of a program of under-
graduate eduecation, and who has not previously obtained
a loan under this title, shall not be presented by the insti-
tution to the student for endorsement until 30 days after
the borrower begins a course of study, but may be deliv-
ered to the eligible institution prior to the end of that 30-
day period.

SEC. 104. INFORMATION REQUIREMENTS FOR LOAN PRO-

GRAM.

(a) RESPONSIBILITIES OF ELIGIBLE INSTITU.
TIONS.— Each eligible institution which receives funds
under this title shall—

(1) submit to the Seeretary of the Treasury, at
such time and in such form as the Secretary may re-
quire by regulation, a machine-readable list of appli-
cants and the amounts for which they are qualified
under section 103;

(2) promptly notify the Secretary of the Treas-
ury, on request, of any change in enrollment status

of any recipient of a loan under this title; and
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(3) submit to the Secretary of the Treasury, at

such time and in such forms as the Secretary of the
Treasury may require by regulation for use in deter-
mining the repayment status of borrowers, a ma-
chine-readable list of eligible students who have pre-
viously received loans under this title but who are
not included as current applicants in the list re-
quired by such paragraph.

(b) RESPONSIBILITIES OF THE SECRETARY OF THE
TREASURY.—The Secretary of the Treasury shall, on the
basis of the lists received under subsection (a)(2), estab-
lish an obligation account, by name and taxpayer identifi-
cation number, with respect to each recipient of a loan
under this title. The Secretary of the Treasury shall pro-
vide for the increase in the total amount stated for each
such account by any amounts subsequently loaned to that
recipient under this title and by the amount of any interest
charges imposed pursuant to section 105. The Secretary
of the Treasury shall, with the notice required by section
6306(a)(1) of the Internal Revenue Code of 1986, trans-
mit to each recipient of a loan under this title a statement
of the total amount of the obligation or such recipient as
of the close of the preceding ealendar year.
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SEC. 105. INTEREST CHARGES,

Interest charges on loans made under this title shall
be added to the recipient’s obligation account at the end
of each ealendar year. Such interest charges shall be based
upon an interest rate equal to the lesser of—

(1) the sum of the average bond equivalent
rates of 91-day Treasury bills auctioned during that
calendar year, plus 2 percentage points, rounded to
the next higher one-eighth of 1 percent; or

(2) 10 percent.

SEC. 106. CONVERSION AND CONSOLIDATION OF OTHER
LOANS.

(a) IN GENERAL.—The Secretary of the Treasury
may, upon request of a borrower who has reeeived a feder-
ally insured or guaranteed loan or loans under title TV
of the Higher Education Act of 1965 or under title VII
of the Public Health Service Act, make a new loan to such
borrower in an amount equal to the sum of the unpaid
principal on the title IV or title VII loans. The proceeds
of the new loan shall be used to discharge the liability on
such title IV or title VII loans. Except as provided in sub-
section (b), any loan made ;mder this subsection shall be
made on the same terms and conditions as any other loan
under this Act and shall be considered a new IDEA loan
for purposas of this title and section 6306 of the Internal
Revenue Code of 1986.
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1 (%) CONVERSION REGULATIONS.—The Secretary of
2 the Treasury shall prascribé regulations concerning the
3 methods and caloulations required for conversion to IDEA
4 loans under subsection (8). Such regulations shall provide
5 appropriate adjustments in the determination of the prin-
6 cipal and interest owed on the IDEA loan in order to—

7 (1) secure payments to the Government com-
8 mensurate with the amounts the Government would
9 have received had the original loans been IDEA
10 loans;
11 12) fairly credit the borrower for principal and
12 interest payments made on such original loans and

13 for origination fees dedueted from such original
14 loans; and

15 (3) prevent borrowers from evading their obli-
16 gations or otherwise taking unfair advantage of the
17 conversion option provided under this section.

18 (¢) MANDATORY CONVERSION OF DEFAULTED
19 LOANS.—

20 (1) CONVERSION IN ACCORDANCE WITH REGU-
21 LATIONS.—Any loan which is—

22 (A) made, insured, or guaranteed under
23 title IV of the Higher Education Act of 1965
24 or title VII of the Public Health Service Act
25 after the date of enactment of this Act, and
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1 (B) assigned to the Secretary of Education
2 or Health and Human Services for collection
3 after a default by the borrower in repayment of
4 such loan,
5 shall, in accordance with regulations prescribed by
6 the Secretaries of Edueation and Health and
7 Human Services, be treated for purposes of collec-
8 tion, under section 6306 of the Internal Revenue
9 Code of 1986, as if such loan had been converted to
10 an IDEA loan under subsect:vns (a) and (b} of this
11 section.
12 (2) NotTices.—The Secretaries of Education
13 and Health and Human Services shall notify—
14 (A) the Secretary of the Treasury of the
15 need to establish or adjust an account balance
16 of any borrower by reason of the provisions of
17 this subseetion; and
18 (13) the borrower of the conversion of the
19 defaulted loans to an IDEA loan and of the
20 procedures for collectir n under section 6306 of
21 the Internal Revenue Coae of 1986.
22 SEC. 107. TERMINATION OF OTHER STUDENT LOAN PRO-
23 GRAMS.
24 The authority to make additional loans under section

25 428A and part D of title IV of the Higher Education Act
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of 1965 (20 U.S.C. 1078-1) is terminated for any aca-
demic year beginning after the date that regulations are
prescribed by the Secretaries of the Treasury and Educa-
tion to carry out this title. This section shall not affect
the administration of such section and part with respect
to loans made prior to that date.

SEC. 108. AUTHORIZATION OF APPROPRIATIONS.

(a) LoaNn FuNDS—There are authorized to be ap-
propriated to make distributions of loan funds under sec-
tion 102 such sums as may be necessary.

(b) ADMINISTRATIVE EXPENSES.—There are author-
ized to be appropriated such sums as may be necessary
to administer and earry out this title.

SEC. 109. DEFINITIONS.

For purposes of this title—

(1) the term “eligible institution” has the
meaning given it by section 435(a) (1) or (2) of the
Higher Education Act of 1965;

(2) the term “eligible student” means a student
who is eligible for assistance under title IV of the
Higher Edueation Act of 1965 as required by see-
tion 484 of such Act (relating to eligibility for stu-
dent assistance) and who is currying at least one-
half the normal full-time academic workload (as de-
termined by the institution); and
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1 (3) the term “IDEA loan” means a loan made
2 under this title.
3 TITLE O—COLLECTION OF INCOME-
4 DEPENDENT EDUCATION ASSISTANCE LOANS
5 SEC. 201, REPAYMENTS USING INCOME TAX COLLECTION
6 SYSTEM.
7 {a) IN GENERAL.—Subehapter A of chapter 64 of the
8 Internal Revenue Code of 1986 (relating to collection) is
9 amended by adding at the end thereof the following
10 new section:

11 «SEC. 8306. COLLECTION OF INCOME-DEPENDENT EDICA-

12 TION ASSISTANCE LOANS.
13 *(a) NOTICE TO BORROWER.—
14 “(1) IN GENERAL.—During January of each

15 calendar year, the Secretary shall furnish to each

16 borrower of an IDEA loan notice as to—

17 “(A) whether the records of the Secretary
18 indicate that such borrower is in repayment sta-
19 tus,

20 “(B) the maximum account balance of
21 such borrower,

22 “(C) the current account balance of such
23 borrower as of the close of the preceding calen-
24 dar year, and
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1 “(D) the procedure for computing the
2 amount of repayment owing for the taxable year
3 beginning in the preceding calendar year.
4 “(2) ForM, ETC.—The notice under paragraph
5 (1) shall be in such form as the Secretary may by
6 regulations prescribe and shall be sent by mail to the
7 individual's last known address or shall be left at the
8 dwelling or usual place of business of such individ-
9 unal.
10 “(b) COMPUTATION OF ANNUAL REPAYMENT
11 AMOUNT.—
12 “(1) IN GENERAL.—The annual amount pay-
13 able under this section by the taxpayer for any tax-
14 able year shall be the lesser of—
15 “(A) the product of—
16 “(i) the base amortization amount,
17 and
18 %(ii) the progressivity factor for the
19 taxpayer for such taxable year, or
20 “(B) 20 percent of the excess of—
21 “(i) the modified adjusted gross in-
22 come of the taxpayer for such taxable year,
23 over
24 “(ii)(I) in the case of a joint return,
25 the sum of the standard deduction applica-
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1 ble to such return and twice the exemption
2 amount for the taxable year, and

3 “(II) in any other case, the sum of
4 the standard deduction applicable to such
5 individual and the exemption amount for
6 the taxable year.

7 For purposes of subparagraph (B)(ii), the term
8 ‘standard deduction’ has the meaning given
9 such term by section 63(e¢), and the term ‘ex-
10 emption amount’ has the meaning given such
11 term by section 151(d).

12 *(2) BASE AMORTIZATION AMOUNT.—

13 *(A) IN GENERAL.—For purposes of this
14 section, the term base amortization amount’
15 means the amount whieh, if paid at the close of
16 each year for a period of 12 consecutive years,
17 would fully repay (with interest) at the close of
18 such period the maximum aceount balance of
19 the borrower. For purposes of the preceding
20 sentence, an 8-percent annual rate of interest
21 shall be assumed.

22 *“(B) JOINT RETURNS.—In the case of a
23 Joint return where each spouse has an account
24 balance and is in repayment status, the amount
25 determined under subparagraph (A) shall be

1396
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the sum of the base amortization amounts of
each spouse.
“(3) PROGRESSIVITY FACTOR.—

“(A) IN GENERAL.—For purposes of this
section, the term ‘progressivity factor’ means
the number determined under tables prescribed
by the Secretary which is based on the following
tables for the circumstances specified:

“(ij) JOINT RETURNS; SURVIVING

OO O~ W B W D

J—
f]

SPOUSES.—In the case of a taxpayer to

b
i

whom section 1{a) applies—

“If the taxpayer’s modified The progressivity
adjusted gross income is: factor is:
Nmmrﬂ, ........................................................... 0.429
21.720 ........................................................................ 0 643
D IO 0.786
82700 ..o ettt ee e e e s 0.893
BO.06D oo oo rree et e 1.000
48,600 ... .. e e e 1.000
BBABD oo crvresraer oo e 1152
BT.BB0 oo e e e 1 i 1272
ATL000 oo oo eoeaeersvt et rsessnsessaneess e 1.364
LE3,0B0 ooreooesserreess visssicnc s 1485
240,000 and over ... 2000

12 “(ii) HEADS OF HOUSEHOLDS—In
13 the case of a taxpayer to whom section
14 1(b) applies—

“If the taxpayer’s modified The progressivity
factar is:
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LI 7 1 YO 1.000
B SO 1.094
83,380 e dererenrerta et cont et eeen 1313
BE, A0 oo eeos oo sneemnes e e emesre e 1.406
T1R,080 ...ttt e e er e s s e 1.500
204,000 ADA OVOT ..ooonvcveerece e ce s censisaee s s ereees 2.000

1 “(i1i) UNMARRIED INDIVIDUALS,
2 ETC.—In the case of a taxpayer to whom

section 1(c) applies—

“If the taxpayer’s modified The progressivity
adjnsted gross income is: factor is:
Not over $6.540 ...t 0467

BB0BO oo oo eereeeneeemeeee st eeeeee oo 1235
B2,260 oo oo R 1412
94,320 . 1.500
168,000 &NG OVOr ..o oo 2000

4 “(iv) MARRIED INDIVIDUALS FILING
5 SEPARATE RETURNS.—In the case of a

6 taxpayer to whom section 1(d) applies—

“H the taxpayer’s modified The progressivity
adjusted groes income is: factor is:
Not over $3,930 .. 0.483
B850 .o e e s e 0.552
BLBTD oo oees e e 0.655
TS 1 S 0.759
B340 ooocooooeeeeoeeereeeeeeeeeee e e 0.862
6,850 oo eees oo et 1.000
19530 ... e, ORI 1.000
DY S 1.182
LN LT S 1.333
BB,680 ooooooooeeeeeoeeere e seeeen s e 1.485

7 “(B) RATABLE CHANGES.—The tables pre-
8 scribed by the Seeretary under subparagraph
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(A) shall provide for ratable increases (rounded

to the nearest 1/1,000) in the progressivity fac-

tors between the amounts of modified adjusted
gross income contained in the tables.
“(C) INFLATION ADJUSTMENT OF MODI

FIED AGI AMOUNTS.—For inflation adjustment

of amounts of modified adjusted gross income,

see subsection (h)(3).

“(4) MODIFIED ADJUSTED GROSS INCOME.—
For purposes of this subsection, the term ‘modified
adjusted gross income’ means adjusted gross income
for the taxable year—

“(A) determined without regard to section

62(b) and without regard to the deductions

from gross income allowable under section

62(a) by reason of—

“(i) paragraph (6) thereof (relating to
profit-sharing, annuities, and bond-pur-
chase plans of self-employed individuals),

“(it) paragraph (7) thereof (relating
to retirement savings), and

“(iii) paragraph (11) thereof (relating
to reforestation expenses), and
“(B) increased by—

193
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“(i) interest exempt from the tax im-
posed by chapter 1, and
*(ii) the items of tax preference de-
scribed in section 57 (other than subsec-
tion (a)(5) thereof).
“(c) TERMINATION OF BORROWER'S REPAYMENT
OBLIGATION.—

“(1) IN GENERAL.—The repayment obligation
of a borrower of an IDEA loan shall terminate only
if there is repaid with respect to such loan an
amount equal to—

“(A) in the case of any repayment during
the first 12 years for which the borrower is in
repayment status with respect to any loan, the
sum of—

‘(i) the prineipal amount of the loan,
plus

“(ii) interest computed for each year
the loan is outstanding at an annual rate
equal to the annual rate otherwise applica-

ble to such loan for such year, plus 2.5

percent, and

“(B) in the case of any repayment during
any subsequent year, the principal amount of

2 0
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the loan plus interest computed at the rates ap-

plicable to the loan.

#(2) NO REPAYMENT REQUIRED AFTER 25
YEARS IN REPAYMENT STATUS.—No amount shall be
required to be repaid under this section with respect
to any loan for any taxable year after the 25th year
for wuich the borrower is in repayment status with
respect to such loan.

“(3) EXCEPTION FOR DE MINIMUS LOANS RE-
PAID DURING FIRST 12 YEARS IN REPAYMENT STA-
tUS.—In any case where the maximum account bal-
ance of any borrower is $3,000 or less, subpara-
graph (B), and not subparagraph (A), of paragraph
(1) shall apply to repayment of such loan.

“(4) DETERMINATION OF YEARS IN REPAY-
MENT STATUS.—For purposes of paragraphs (1)(4)
and (2), the number of years in which a borrower
is in repayment status with respeet to any IDEA
foan shall be determined without regard to any year
before the most recent year in which the borrower
received an IDEA loan.

#(5) EXTENSION OF REPAYMENT YEARS FOR
MEDICAL INTERNS.—The number of years specified
in paragraphs (1)(A) and (2) shall be increased by
1 year for each calendar year during any 5 months

201
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of which the individual is an intern in medicine, den-
tistry, veterinary medicine, or osteopathic medicine.
“(d) DEFINITIONS.~—For purposes of this section—

“(1) MAXIMUM ACCOUNT BALANCE.—The term
‘maximum account balance’ means the highest
amount {(as of the close of any calendar year) of un-
paid principal and unpaid acerued interest on all
IDEA loan obligations of a borrower.

“(2) CURRENT ACCOUNT BALANCE.—The term
‘current account balance’ means the amount (as of
the close of a calendar year) of unpaid principal and
unpaid accrued interest on all IDEA loans of a bor-
rower.

“(3) REPAYMENT STATUS.—A borrower is in
repayment status for any taxable year unless—

“(A) such borrower was, during at least 7
months of such year, an eligible student, as
that term is defined in section 109(3) of the In-
come-Dependent Education Assistance Act of
1991; or

“(B) such taxable year was the first year
in which the borrower was such an eligible stu-
dent and the borrower was such an eligible stu-

dent during the last 3 months of such taxable

year.
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“(4) IDEA LOAN.—The term ‘IDEA loan’

means any loan made under title I of the Income-
Dependent Education Assistance Act of 1991,
“(e) PAYMENT OF AMOUNT OWING.—Any amount to

be collected from an individual under this section shall be
paid—

“(1) not later than the last date (determined
without regard to extensions) prescribed for filing
his return of tax imposed by chapter 1 for the tax-
able year ending before the date the notice under
subsection (a) is sent, and

“(2){(A) if such return is filed not later than
such date, with such return, or

“(B) in any case not described in subparagraph
(A), in such manner as the Secretary may by regula-
tions prescribe.

“(f) FAsLURE To Pay AMOUNT OWING.—If an indi-

18 vidual fails to pay the full amount required to be paid on
19 or before the last date described in subsection (e)(1), the
20 Secretary shall assess and collect the unpaid amount in

21 the same manner, with the same powers, and subject to

22 the same limitations applicable to a tax imposed by sub-

i~

title C the collection of which would be jeopardized by

24 delay.
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“(g) LOANS OF DECEASED AND PERMANENTLY Dis-

ABLED BORROWERS; DISCHARGE BY SECRETARY.—

(1) DISCHARGE IN THE EVENT OF DEATH.—
If a borrower of an IDEA loan dies or becomes per-
manently and totally disabled (as determined in ac-
cordance with regulations of the Seeretary), then the
Secretary shall discharge the borrower’s liability on
the loan,

“(2) LIMITATION ON DISCHARGE.—The dis-
charge of the liability of an individual under this
subsection shall not discharge the liability of any
spouse with respect to any IDEA loan made to such
spouse.

“t) CrepITING OF COLLECTIONS; SprECIAL

RuLes—

“(1) CREDITING OF AMOUNTS PAID ON A JOINT
RETURN.—Amounts collected under this section on a
joint return from & husband and wife both of whom
are in repayment status shall be credited to the ac-
counts of such spouses in the following order:

*(A) first, to repayment of interest added
to each account at the end of the preceding cal-
endar year in proportion to the interest so
added to the respective accounts of the spouses,

and

21 ¢
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“(B) then, to repayment of unpaid princi-
pal, and unpaid interest acerued before such
preceding calendar year, in proportion to the re-
Specﬁve maximum account balances of the
spouses.

(2) COMPUTATION OF ALTERNATIVE ANNUAL
PAYMENT FOR INDIVIDUALS WHO HAVE ATTAINED
AGE 55—In the case of an individual who attains
age 55 before the close of the calendar year ending
in the taxable year, or of an individual filing a joint
return whose spouse attains age 55 before the close
of such calendar year, the progressivity factor appli-
cable to the base amortization amount of such indi-
vidual for such taxable year shall not be less than
1.0.

“(3) INFLATION ADJUSTMENT IN COMPUTATION
OF PROGRESSIVITY FACTOR.—

“(A) IN GENERAL.—Not later than De-
cember 15 of 1996 and of each 3d calendar
year thereafter, the Secretary shall preseribe ta-
bles which shall apply in lieu of the tables con-
tained in subsection (b)(3)(A} with respect to
the succeeding 3 calendar years.

“(B) METHOD OF PRESCRIBING TABLES.—

The table which under subparagraph (A) is to
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apply in lieu of the table contained in clause (i),
(ii), (iii), or (iv) of subsection (b){(3){A), as the
case may be, shall be prescribed—
“(i) by increasing each am.ount of
modified adjusted gross income in such
table by the cost-of-living adjustment for
the calendar year, and
“(ii) by not changing the progressivity
factor applicable to the modified adjusted
gross income as adjusted under clause (i).
If any increase under the preceding sentence is
not a multiple of $10, such increase shall be
rounded to the nearest multiple of $10 (or, if
such increase is a multiple of $5 and is not a
multiple of $10, such increase shall be in-
creased to the next highest multiple of $10).

“(C) COST-OF-LIVING ADJUSTMENT.—For
purposes of this paragraph, the cost-of-living
adjustment for any calendar year is the per-
centage (if any) by which—

*(i) the CPI for the preceding calen-
dar year, exceeds

“(ii) the CPI for the calendar year
1995.

_I6
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1 “(D) CPI FOR ANY CALENDAR YEAR.—For
2 purposes of subparagraph (C), the CPI for any
3 calendar year is the average of the Consumer
4 : Price Index as of the close of the 12-month pe-
5 riod ending on September 30 of such calendar
6 year.
7 “(E) CONSUMER PRICE INDEX.—For pur-
8 poses of subparagraph (D), the term ‘Consumer
9 Price Index’ means the last Consumer Price
10 Index for all-urban consumers published by the
11 Department of Labor.
12 “(5) RULES RELATING TO BANKRUPTCY.—
13 “(A) IN GENERAL.—An IDEA loan shall
14 not be dischargeable in a case under title 11 of
15 the United States Code.
16 “(B) CERTAIN AMOUNTS MAY BE POST-
17 PONED.—If any individual receives a discharge
18 in a case under title 11 of the United States
19 Code, the Secretary may postpone any amount
20 of the portion of the lLiability of such individual
21 on any IDEA loan which is attributable to
22 amounts required to be paid on such loan for
23 periods preceding the date of such discharge.
24 “(6) FINALITY OF ASSESSMENT AND COLLEC-
25 710N.—The first sentence of subsection (b) of see-

R0G7
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tion 6305 shall apply to assessments and collections

under subsection (f) of this section.”

(b) APPLICATION OF ESTIMATED Tax.—Subsection
(f) of section 6654 of such Code (relating to failure by
individual to pay estimated income tax) is amended by
striking “minus” at the end of paragraph (2) and insert-
ing “plus”, by redesignating paragraph (3) as paragraph
(4), and by inserting after paragraph (2) the following new
paragraph:

“{3) the amount required to be repaid under
section 6306 (relating to collection of income-de-
pendent education assistance loans), minus.”

(c) FILING REQUIREMENT.—Subsection (a} of see-
tion 6012 of such Code (relating to persons required to
make returns of income) is amended by inserting after
paragraph (9) the following new paragraph:

“(10) Every individual required to make a pay-
ment for the taxable year under section 6306 (relat-
ing to collection of income-dependent education as-
sistance loans).”

(d) CLERICAL AMENDMENT.—The table of sections
for subchiapter A of chapter 64 of such Code is amended

by adding at the end thereof the following new item:

“See. 6306. Collection of incoma-dependant education assistance
loans.”

208
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Chairman Forp. Thank you very much. You have obviously

iven this a great deal of thought and put a lot of work in it, Mr.

tri. Have you any idea what the reaction of Treasury will be to
this proposal?

Mr. Perri. The income tax T}})’rovisions in our bill have meant a
referral to Ways and Means. They should be interested in support-
ing it because they could realize some savings for their part of the
bu as well.

always op additional responsibilities. During the last re-
authorization, when we discussed this with the IRS, it was not sup-
rtive, but the IRS is now in the business of collecting student
oans, in part, by offsetting the tax refunds of those in default, so
from IRS's point of view, this may actually simplify what it is al-
ready doing. The IRS will do what we tell it at the end of the day.

Chairman Forp. Well, Tom, isn’t that really one of the big differ-
ences between what we are doing now and what you are proposing,
that the money owed by a student under your proposal mes a
new form of tax liability?

Mir. PETRI. Right.

Chairman Forp. Collectible the same, presumably, as all other
tax liabilities, by IRS.

Mr. Perri. Right.

Chairman Forp. That is a higher order of indebtedness than the
student now has when they go into default or even if they are

paying. _

r. PeTRI. Right.

Chairman Forp. When IRS is collecting at the present time, it is
only responsible for withhelding from money that would otherwise
be refunded for advance payment of taxes to a citizen, It isn't re-
sponsible for collecting an additional tax. That raised the question
in my mind, and I have asked Tom to check with the Parliamentar-
ian to see if we accepted an amendment of this kind, if that would
mean that this bill went from this committee to Ways and Means;
and if it goes from this committee to Ways and Means, you and I
will be very old, indeed, before we ever see it again.

Mr., Perri. Well, we have proposed this as a supplemental bill
and so it need not——

Chairman Forp. Well, if we could take it outside of reauthoriza-
tion so it doesn’t contaminate the package and get into the
wrong—it is a nice committee over there, but not very friendly to
education.

Mr. Perri. [ would be happy to 82 over some of the details with
ou. We think that the Education Committee would end up, from a
udfet point of view, realizing significant savin that it could

apply to other education accounts, and that the Ways and Means
Committee would also realize some savings for its accounts which
might make it amenable to signing off on this provision.

airman Forp. The Ways and Means Committee would get the
credit for the money we saved in the budget process, and we would
still have to go take our money from our own people.

Thank you very much.

Mr. Coleman?

Mr. CoLEMAN. Mr. Chairman, I want to join you in commending
our colleague, Mr. Petri, who is certainly an active member of the

2tV
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subcommittee. " >m, you have obviously spent a lot of time and
effort on this. } chink it is that we have your proposal before
us s0 we may look at it. I thank you for bringing this to our atten-
tion today, and we will be discussing it, but I appreciate all of your
hard work I know went into this.

Mr. Perr1. Thank you.

Mr. CoLEMAN. Thank you.

Chairman Forp. Mr. Andrews?

Mr. Anprews. No questions.

Chairman Forp. Mr. Klug?

Mr. Kruc. Let me join the other members on the committee if 1
can, Tom, just to say that I think this is a terrific idea, and I think
you put together something that a lot of us can be supportive of
down the road.

What do you think last time out didn’t help you get as much sup-
port for it as you had hoped on the first run?

Mr. Perri. Well, 1 think that people thought the Stafford pro-
gram was in better shape than we have since learned, and we
weren't then under the same budget pressure as we are now. And
at that time the way things were scored for budget purposes was
different, so that if the government had directly borrowed money
and used it for a program such as this, it would have ended up
being listed as an expense.

Now, because of the savings and loan and other crises, they have
changed the way they score that. We had proposed at that time
that it be financed in the bond market by private bonds rather
than directly by government bonds, and there were a lot of techni-
cal difficulties in trying to engineer a packzhge that would, in fact,
be attractive in the private bond market and be salable. When the
new budget agreement came out this fall, we discovered that direct
Federal lending was no longer an impediment.

So now I think you will see, for a variety of reasons, a lot of in-
terest in some kind of a direct loan program. It can help us in our
budget accounts. It may help us solve the means test problem
which is a big bone of contention for middle income people, and is
ve'll?l'x unfair in a lot of individual circumstances.

ere are five or six proposals out there backed by people across
the ﬁolitical spectrum. We are certainly eager to work with others
on the committee and in the community to put together a package
that would, in fact, get the job done as responsibly as possibf:

There are some things we may not have thought of, but I think
there may be some features that we have thought of and some
questions and changes that we would suggest to some of the other
packages that have come forward, and we would all benefit by
working together on it.

Mr. KLuc. Excuse me, is there any cap on the back end? Do you
have to pay it by a certain period of time? I mean, is 20 years the
outside?

Mr. Perri. You have to pay for no more than 25 years, after
which it is forgiven. You can’t squeeze blood out of a turnip, and at
that stage in people’s lives they are going to have to be providing
for their retirement, so we phase out the amount you can borrow
as you get older in age to avoid people borrowing a lot and then
not being able to repay.
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Mr. Kvuc. Thank T{ou.

Chairman Forp. Thank you very much.

The next panel will be Ms. Patricia Smith, Director of Legislative
Analysis, American Council on Education, Washington, DC.; Mr.
Joe Belew, President, Consumer Bankers Association, Arlington,
Virginia; Mr. Thomas A. Butts, Associate Vice President for Gov-
ernment Relations, University of Micl%an, Ann Arbor. Michigan;
Reverend John P. Whalen, Chairman, University Support Services,
Herndon, Virginia; and Mr. Donald A. Saleh, Director of Financial
%idkand Student Employment, Cornell University, Ithaca, New

ork.

Mr. SALEH. Yes.

Mr. ANDREWS. Mr. Saleh will go first. He is from Cornell Univer-
sity in Ithaca, New York, where 1 went to school, so we will let him
go first and begin from right to left.

I will note that your written statements, without objection, will
be entered into the record. You can feel free to summarize from it
if you so choose.

STATEMENTS OF DONALD A. SALEH, DIRECTOR OF FINANCIAL
AID AND STUDENT EMPLOYMENT, CORNELL UNIVERSITY;
JOHN P. WHALEN, CHAIRMAN, UNIVERSITY SUPPORT SERV-
ICES: THOMAS A. BUTTS, ASSOCIATE VICE PRESIDENT FOR
GOVERNMENT RELATIONS, UNIVERSITY OF MICHIGAN; JOE
BELEW, PRESIDENT, CONSUMER BANKERS ASSOCIATION; AND
PATRICIA SMITH, DIRECTOR OF LEGISLATIVE ANALYSIS,
AMERICAN COUNCIL ON EDUCATION

Mr. SaLen. Thank you. Let me reintroduce myself. My name is
Don Saleh. I am the Director of Financial Aid and Student Employ-
ment at Cornell University in Ithaca, New York, and I am here
today to represent the Consortium on Financing Higher Education
which is an organization representing 32 high tuition private col-
1 and universities.

fore 1 start my testimony I would like to thank, in abstentia,

Mr. Ford for his wisdom and good judgment as it pertains to issues

i igher education, and in particular with issues regarding

financial aid. His long term commitment and intellectual leader-

ship are both appreciated by members of our consortium and the
financial aid community throughout the country.

To put my comments in a httle bit of context for you, I would
Eek:slix? describe for you our membership or the policies of our mem-

P-

Our institutions generally follow principles of need based finan-
cial aid. Our commitment to need based axd is demonstrated by the
fact that 45 percent of our undersraduate students receive need
based aid. Virtually all of these students receive loans and work as
a part of their financial aid package, and almost all receive ts,
either from Federal, State, or institutional sources, and while each
of the components is important, it is the availability of student
loans, esfpecially the Stafford loan, that allows us to continue our
current financial aid programs.

It is because of the importance of access to student credit that 1
appreciate the opportunity to appear before you today with several

-
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suggestions to make loan programs more responsive to the needs of
our students, the institutions, and taxpayers.

Our goals are twofold. First, we seek in working with the com-
mittee to restore the integrity to the student loan system; and
second, to expand student credit without overburdening taxpayers.
Both concerns require maintenance and alterations to existing pro-
grams and present opportunities for implementing new ideas.

The first specific proposal that I would like to recommend deals
with expansion of student borrowing limits within the Stafford
Loan Program. We recommend that the limits be raised to $4,000
for students in their first 2 years of undergraduate study, $6,000
for upper division students, and $10,000 for graduate and profes-
sional school students.

These increases will help keep pace with inflation and will con-
tinue the viability of this crucial component of student aid. They
will also allow independent colleges and universities like ours to
maintain their strong commitment to need based financial aid.

I believe that without these increases many schools like Cornell
would be forced to reduce the number of students receiving need
based financial aid as we channel even greater portions of our own
resources to help meet the needs of the students that we do fund.

Second, I want to commend the department for its efforts to pro-
mulgate regulations designed to restore integrity to the Stafford
Loan Program. However, these regulations have created a signifi-
cant and unwarranted burden on some institutions. At Cornell, for
example, our students borrow in excess of $35 million a year at the
graduate and undergraduate level through the Stafford Loan Pro-
gram, and we have a calculated default rate of less than 1 percent
per year.

It doesn’t make sense to us that the same regulations being
drawn up to control the problems demonstrated at institutions that
have difficulty administering the programs, that have high default
rates, would be applied to institutions that are doing a good job ad-
ministering the programs and have low default rates.

We believe that the legislation should be written in such a way
that it encourages the development of performance based regula-
tions which would encourage institutions to do a good job of admin-
istering the Federal aid programs and to find ways to keep default
rates for their students at a low level. These schools would then be
rewarded by having lower levels of regulatory burden.

The third proposal that we make is for an expansion of the Per-
kins Loan Program in a way that would require no new Federal
allocations. We recommend that institutions be allowed to expand
their matching share of Federal dollars from one-ninth to one-half
;vith a similar increase in lending limits for those individual stu-

ents.

This change would allow institutions the flexibility to use this
low interest loan program to meet the borrowing needs of its
lowest income students, and I believe that this would allow us to
help control the amount of debt these students would incur, would
keep their payments after graduation at a low level, and would
allow institutions to work individually with their own graduates to
keep them on a repayment cycle.
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Fourth, I want to lend our support to efforts under way to in-
crease access to more middle income families to the Stafford Loan
Program. Currently, more and more middle income families see
their choices shrinking in regards to higher education. It is very
imgortant that we continue to provide students with both access
and choice, and we commend the current efforts, particularly those
under way by Congressmen Williams and Gephardt, to examine
the problem and expand middle income access to the loan pro-
grams.

Finally, I want to talk about two items which the committee has
heard before, one which you will hear more extensively about
being direct lending. This is an idea that intrigues us at Cornell
and 1 know intrigues other members of our consortium. We look at
it as an opportunity for the Federal Government to more directly
channel funds to students, its financial aid funds to students, and
an opportunity to use the excess or an savings—I am sorry, any
savings—to provide increased grants to low income students.

If this were done, then that would have a rebound effect because
we know that low income students have the most difficulty after

aduation in staying on a payment schedule. If we can maintain a
ower loan level for those students by increasing Pell grants, then
we would also decrease default rates and further provide savings to
the Stafford program.

Some of the members of our consortium have worked with Mr.
Butts and others in discussing this program and this idea, and I
assure you that we will continue to do that, and our interest in
talking with any members of the committee or their staff regarding
direct lending, and I also assure you that members of our group,
including Cornell, are interested in participating in an optional
direct lending p m.

Finally, I would like to comment on a proposal brought before
the committee on May 9 by Dennis Martin, the Director of Finan-
cial Aid at Washington University in St. Louis. At that time Mr.
Martin proposed the creation of a national college savings bank.
This is a program that we also believe warrants a good deal of
study, and we find it very interesting.

Briefly, this proposal would attract capital from families wishing
to save for the future education of their children and would recir-
culate that capital to the existing guaranteed student loan program
which is Loans to Students. If the families could be encouraged to
save by providing competitive interest for those mon?rs and possi-
bly a tax break, we think that the opportunity would be there to
raise substantial capital, and there would be a profit, if you would,
between the amount we pay depositors and the amount we collect
back on loans.

This savings could be used in one of two ways; either to create
default reserve to again lower the cost of the program to the Feder-
al Government or to provide the profit as a way of further subsidiz-
ing the Pell grant program and further providing grant aid to low
income students.

I want to thank the committee for the opportunity to present my
views. Thank you for having me go first, and I lock forward to an-
swering any questions that you may have.

[The prepared statement of Donald A. Saleh follows:]

H
‘.
-
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Mr. Chairman and distinguished Members of the Subcommittee:

My name is Donald A. Saleh and I am directrr of iinancial aid
and student employment at Cornell Univeraity in Ithaca, New York-
I appreciate this opportunity to appear before you today on behalf
of the Consortium on Financing Higher Education, or COFHE., where I
gserve as chairman of its Reauthorization Task Force. The
Consortium is a membership organization of 32 higher -tuition
independent colleges and universities, a common characteristic
which defines both our membership and our agenda. AS such, we
rely heavily on the Stafford loan program to help our students
meet their self-help expectations and we are interested both in
resteoring integrity to this critical program and in variocus new
initiatives that will continue to expand student credit without
placing additional burdens on the taxpayer.

Before I begin my formal remarks concerning our views on
changes to the federal loan programs. I would be remiss if I diad
not pause to say thank you, Mr. Chairman, for your wisdom, your
good judgement, and mMost especially your intellectual leadership
tas well as that of your able staff) in this process of
reauthorizing the Higher Education Act. Five years ago, during
the 1986 reauthorization debate on the floor of the Youse, one of
your distinguished colleagues referred to you as a “legislatoer’s
legislator” as you and your able Republican counterpart, Mr.
Coleman. steered that legislation toward final passage. We agree
wholeheartedly with this tribute to your considerable talents and
we salute you as one of the most loyal friends of higher
education‘s in Congress.

Currently, our 32 institutions enroll approximately 115,000
undergraduvates in traditional four year degree programs. The
financial aid policies at our institutions generally follow the
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principle that the family, to the extent that it ig able, has the
primary responsibility of paying for college: first by means of
the parental contribution. and second via the student self-help
contribution of loans and work {(both term-time and summer). Forty-
five percent of our students demonstrate financial need and
virtually all of these students receive a need-based financial aid
award package that includes a loan. a campus-based job, and a
grant aid award.

In 1990-91, this meant that the approximately 52,000 needy
undergraduate students at our member institutions received over
$515 million in grant aid or an average grant of $9,950 per
student. Of this $515 millien, $23 million came from SEOG, §21
million from Pell, $61 million from state and oputside grant
programs. and $410 million, or 80% of the total, from the
institutions themselves. The bulk of this institutional money
(70%) is derived from current unrestricted {(tuition) revenues. In
other words, for every dollar of Pell @rant or SEOG funds, our
member institutions are supplying approximately twenty dollars of
their own money towards undergraduate aid.

Thanks to the College Work-Study program, the average needy
student alse had a term time job that earned him or her $1,500, he
or she was expected to earn $1,400 over the summer, and he or éﬁe
typically assumed an average annual lcoan burden of $3.560. Broken
down by sources of aid, this translates to the following aid
package for the typical COFHE undergraduate with need (a student
from a family with two children, one in college, and a $44, 000
income with no significant assets}):

216
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1990-91 2 —— a1 Aid Recipi

Average student self-help {(work and loans) $ 5,460
Average grant aid {institutional

and government) 9,950
Average parental contribution 5.350
Average cost of attendance §21,760

Although each component of the total aid package - - SEOG,
Pell., CWS, state funds, institutional grants, and outside Sources
serves in its own indispensible way to help us meet the needs of
our students, our enduring access to adequate credit through the
federal loan programs, and most especially Stafford loans, is the
critical element that allows us to continue meeting the financial
aid requirements of our students. And it is because of this need
for adequate access to student credit that we appreciate this
opportunity to eppear before you today with four specific
suggestions to make federal loan pelicy more responsive te the
needs of students, institutions, and taxpayers. These four
suggestions involve: an increase in GSL loan limits, performance-
based regulations for qualifying institutions, GSL eligibility for
middle- income students, and increased NDSL loan limits via the
institutional match. In addition., we wish to comment on two
additional proposals that involve GSL reform and offer
opportunities to move the program in new directions: the adoption
of a direct lending option, and the implementation of a national
savings program component.

First, Mr. Chairman, we recommend that annual Stafford loan
program limits be increased to reflect the effects of inflation on
current limits. But such increases should also be structured to
reflect the substantial body of independent research that now
indicates that Students who persist toward their degree,
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particularly in four-year programs, are good credit risks.
Accordingly, we have recommended increases to $4,000 in the first
two ysars of school, $6.000 in the upperclass years and $10.000
per year for graduate school. Cumulative maximums would then
become $§26,000 for undergraduates and $76,000 for all GSL
borrowing. 1In 1990-91, on average, students at the COFHE
institutions were asked to agsume a four-year debt burden of
$14,250, an amount that may appear high, but our own research
ghows that aided students have assumed approximately the same 25%
to 308 of total costs in self-help over the past fifteen years and
without any significant adverse effect on defaults or career
plans. {cf. A Visit with the Clags of ‘89, COFHE, March 1991;
and, The New £ngland Logn Sucrvevy II, MHEAC, March 28, 1991.) Our

regearch also shows that most of our institutions have policies
that reduce the lcoan burden of cur highest need students, a high
proportion of whom come from underrepresented minority groups., by
providing smaller loan packages,

Second, while we recognize and completely support the need
for adequate regulation from the Department to insure program
integrity, we are concerned that the growing number of oversight
regulations has placed an increasing and unwarranted burden on
schools such as ours. At Cornell, for example, our participation
in the Stafford loan program is exemplary. Currently, our
students receive approximately $35 million from this program
annually and our default rate is under 1%. wWe feel strongly that
institutions with a strong GSL track record should not be subject
to all of the same onerous regQulations that have been put in place
in recent years to police those institutions that have difficulty
in complying with program guidelines. We believe that it would be
both fair and wise to establish a means of requlatory relief for
those institutions that, by virtue of their meeting certain
objective criteria, require less stringent (and less costly)
Federal oversight. We believe that such "performance-based"

1 QLS
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regulations would also serve as an incentive for participating

institutions at the margin to aspire to achieve those standards
that trigger such regulatory relief with resulting benefits for
all concerned.

Third, our research also shows that the growing plight of the
middle-income student, an issue that has already surfaced in
previous hearings. is real and must be addressed. All too often
we goa & two-earner family of modest means (as an example, parents
who are secondary school teachers with a combined income of
$80,000) with income sufficient to disqualify them from current
federal programs. Several yYears ago, COFHE instituted a private
supplemental loan program called SHARE which is similar in purpose
to the ConSern program sponsored by Father whelan’s organization.
But SHARE, of which we are justifiably proud. is not available
directly to undergraduate students and requires a credit-worthy co-
gsigner. While such programs provide much needed access to
“ligquidity borrowing." they cannot fulfill the borrowing needs of
the teachers’ child whe cannet qualify for a GSL, nor were they
meant to. We recommend, therefore, that there be & greater
accommodation of the needs of middle-class students and families
by expanding the eligibility limits of the Stafford loan program.
we commend Congressman Williams for his leadership in this area
and we support his efforts to make middle-income students eligible
once again for need-based Iederal loans.

Finally. if I may devia*e for a moment from today’s primary
focua on Stafford loaans, I wouad like to emphasize that the
Perking (NDSL! loan program femains a critical source of
aadditional capital that a2llows ue the flexibility to award low-
cost. direct loans to our neediest students. We are recommending
that institutions with NDSL default rates lowaer than 7.5% be given
che gptiop of increasing their NDSL institutional match from 1/9th
to 1/2. with a corresponding increase in lending limits, as a
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means of stretching the lending capacity of the program without
additional cost to the federal government.

In addition to these four recommendations, there are two
additional areas on which I would like to comment. Other
distinguished panelists here today are presenting their views on
the “direct lending” option for Stafford loans. We have found the
NASULGC proposal that Mr. Butts and others have been working on a
very interesting one. For almost as long as the GSL program has
been around, a number of our member institutions at one time or
another have had experience with being direct lenders under GSL
with a result that was successful for both students and
institutions. If direct lending can be demonstrated to have even
modest revenue-saving consequences as a result of el.minating the
gpecial allowance, such savings can be redirected toward the
Federal grant programs, resulting in lower default rates because
the neediest students will not have to borrow as much. Thus,
direct lending would appear to be an attractive option, not only
because it saves money. but because it will help to restore
integrity to a program that has received some well deserwved
criticism in recent years.

while some of our member institutions support the notion of
replacing GSL with the direct lending approach, the consensus of
the COFHE membership is that. ceonsistent with the ACE
recomnendation, an optional program of this nature should be given
the chance to prove its effectiveness. 1 can assure you that a
number of our member institutions, including Cornell, would be
interested in becoming a participant in such an option. For
institutions like Cornell that enrcll students from virtually
every state, direct lending would ease the administrative burden
of dealing with 50 different Quarantee agencies and thousands of
different lenders, making the entire process a simplified one for
students. A number of my colleagues have been actively engaged in
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discussing the development of the NASULGC plan and 1 am sure that
thege same individuals would be willing to work with you and your
staff in further developing the direct lending concept.

Finally, Mr. Chairman. there is yet another approach to the
GSL pregram that we believe offers a unigue opportunity for
innovaticn. COFHE has been actively engaged for a number of
years in attempting to find ways of stimulating families to begin
saving for college as sarly in the life of the child as possible.
We were enthusiastic supporters of Mr, Williams’ efforts to seek
passage of the U.S. Savings Bond program and we continue to
believe that more must be done to encourage pre-college family
savings. Toward this end, we are supportive of a plan to charter
a patinnal college savings bank which was Propesed in testimony by
Dennis Martin of washington University before this subcommittee on
May ¢, 1991. As you discuss the needs of middle inCome families,
we urge you to give priority to longer-term solutions that are
implicit in creating a meaningful, well-planned national college
savings program. Properly structured, such a program could become
not only an incentive for middle- income families to save. but a
national resource for pre college plans aimed at lower income
students whose college aspirations can be significantly improved
through various early intervention programs.

In Mr. Martin‘'s testimony, he called for a national college
savings bank whose mission would be to use the savings of parents
of young children and lend it back to students in college today.
c.orrently. the federal government guarantees lenders a rate of T
B1ll plus 3.25%. Under this propesal, a related rate of interest
tied to this fee (e.g.. T-Bill plus 2% would be paid to savers
for future college expenses. One cculd alsc include the addition
of a tax advantage and provade for the encouragement of savings
deposits from private sector benefactors lincluding local
governments’) on behalf of young students. But the essential idea
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is to establish a means of combining the centinuing interest in
access to student credit with a meaningful savings incentive plan
for parents and other interested parties in anticipation of future
college needs. All of these goals we think can be accomplished

without increased funding.

I thank you for this opportunity to appear before the
camittee to discuss our proposals for federal loan program reform

and I would be happy to answer any questions you may have.
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Mr. ANpREWS. Thank you very, very much. We are going to hear
from each of the fnelists before we go to ‘%%estions from members,
and we will next hear from Father John Whalen, Chairman of the
gntihversity Support Services in Herndon, Virginia. Welcome,

ather.

Reverend WHALEN. Thank you very much, Mr. Chairman. I am
very grateful to the committee for the opportunity to come here
and to tell you a little bit about our program that we have
several years ago, and I must apologize in advance if I break in, all
of a sudden, to profuse perspiration and uncontrolled tremblin% It
has nothing to do with the testimony. It is the world class chal-
lenge to an aging cleric to limit his remarks to 5 minutes.

And so I will go directly to the point here of where we would like
to come out, not just University Support Services which is a non-
profit organization that, among other things, makes loans to
middle class people to send their kids to school. It has another
whole agenda in addition to that, but it is our chief occupation at
the moment because we find that the need for it is so great that it
occupies virtually all of our time and attention.

But why we really need to continue this program and to encour-

other organizations such as ours to come into being to meet
what could be in excess of a $60 billion a year need for cost of edu-
cation for middle class people are basically two things. We need
access to capital in a reliable way that is going to be there and that
doesn’t vary with the varying needs and agendas of profit making
organizations such as international banks, underwriters, letter of
credit banks, insurance companies, and the like.

And the second thing we need is a way to contain the cost of the
p to middle class people by rmitti:g a guarantee on the
part of the Federal Government after a deductible to encourage
this front end capital.

To regeat, we need access to capital, and looking around as to
where that ought to come from and knowing the budget constraints
and the desire of Congress not to add anything that is on budget,
we would like this commmittee to approve our ACcess and access to
other organizations such as ours to Sallie Mae's warehousing ad-
vance program, and we like that of up to $1 billion a year for Uni-
versity Support Services, and I suspect it could run that high for
other organizations that this would encourage to come into being.

The second thing we would like to ask you for is 8 Federal guar-
antee of middle income credit based loans such as ours over a 5
percent default rate. These two things, taken together, I am cer-
tain, would encourage well-meaning people all over the country to
try to ﬁt into this program. )

It 1 had to start all over again, I wouldn't do the program. It is
just too hard. You have to deal with letter of credit banks and Wall
Street, as I say, underwriters, insurance companies and the like,
and 1 thought at one point 1 was a pretty good theologian and
knew a lot about capital sins, and as a matter of fact, I did, but
when it came to the sin of avarice I was absolutely green.

I may be the world's expert on that at the moment. I may know
more now about the sin of avarice than any other theologian in the
history of the world, including St. Augustine and St. Thomas Aqui-
nas.
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As I say, it is just too hard to do, to get something started with
nothing, to provide a good thing for middle income people that is
going to satisfy a national policy need.

Let me just say a word about the program that we put together.
Our loan program is credit based. Virtually all of our borrowers
are middie class people. Out of every hundred applications we get,
we provide 65 percent loans; that is, 60 percent of our applications
are honored by our making loans to people. Our default rate, after
a 4 year experience, is .93 percent. We have a one application.
We have a five day turn-around on loans. We make loans of up to
$25,000 a year for credit worthy people for a total of $100,000 over
& 4 year period.

It has a 15 year payback which means that in repayment our
loans have a lower monthly payment than the Stafford loans, and
considerably lower than the PLUS and SLS loans. Our interest
rate is commercial paper rates out of the Wall Street market plus
360 basis points, although it may be necessary to increase that
spread a little bit because our cost of money is getting much

igher, going back to the question of original and capital sins.

e have no subsidy whatsoever. There is not a nickel of govern-
ment money in it. It is all market driven, and we started with no
capital 4 years ago, and we now have made, over the past three
lending seasons—we are in our fourth—over $200 million worth of
loans to over 31,000 families across the country. We have made
loans in every State and in all the territories.

The mechanics of the program are very complicated. When I first
started, I looked around for the cheapest form of money I could
find, and it turned out to be taxable commercial paper. So I wanted
to issue our tax-exempt organizations taxable commercial paper on
Wall Street so I went to a letter of credit bank up there to get a
letter of credit. They said, “We will give it to you if you get an in-
surance policy to cover the loan portfolio.”

I had to %et insurance companies to cover the loan portfolio with
insurance, but then they said they didn’t want to take the first hit.
They wanted a deductible. So I went back to the letter of credit

and said, I have got the insurance, the surety bond, but 1
have to over-issue commercial paper to fund it,” and they said, “If
the numbers work out right, we will do it.” The numbers work
out right, and we got started about 3 years ago, as I say, making
our first loans.

But every step of that way involves a lot of money, but even with
that we are able to offer a low interest rate, long term loans to
middle class people.

One of the ways that we decided to distribute information about
our programs, since we didn’t have any money for advertising or
promotion, was through corporations, and we offered the program
to corporations in return for a participation fee that basically pays
for printing. We started to offer it to corporations about 3 years
ago, and we now have 19,000 corporations signed up for it repre-
senting an employment base of about ten and a half million people.

Subsequently, we started a second program that we offer through
coll and universities. We now have 1500 colleges and universi-
ties that offer the program.
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Our problem, however, has been our success. This year alone we
expect to need between $200 million and $250 illion to make
loans to middle class people, and in dealing with Wall Street to
raise this moneg, while it is possible, it takes virtually all the time
of a whole of people to do that. We have a limited staff. We
have originated $200 million of loans and maintained that portfolio
with about 65 to 70 people whereas in the Stafford Loan Program,
ttlﬁe Guaranteed Student Loan Programs, there are thousands of

em.

Our cost of lending a dollar is about a nickel. The cost of the
Stafford Loan Program of lending a dollar runs someplace between
37 and 40 cents, 1 think.

The solution to our problem, and part of the problem for middle
class America, is to bring other organizations such as ours into
being so that they can serve this enormous middle class need. They
won't come into being if they have to do it the way I did. Nobody in
his right mind would do that, and if I had to do it all over again, )|
:ouldn’t, not that my mind has cleared but I am just too tired to

o it now.

I am sort of glad I did do it before I found out that you really
can't do it that way.

So to bring other organizations such as ours into being, and to
permit us to satisfy a growing need, and just to illustrate that
need, our first year of lending we lent $3.4 million. Second year,
$60 million, Third year, $120 million or more. This year so far it is
in the $26 million range, and we haven't even started the season.
We expect it to run, as I say, someplace between $200 million and
$250 million, and the more people know about it, the more that
they need it.

So two things I am asking for. One is access to Sallie Mae’s ware-
housing advance program for us and for other organizations like
us. Second, a Federal guarantee over a 5 percent default fund that
we would provide that would make access to this front end capital
available.

It is off budget. It safeguards the Federal Government because of
this deductible. It offers savings to borrowers. It should be a named
program. Programs such as this are now called supplemental stu-
dent loan programs. The need is greater than the need for the pop-
ulation served by Stafford loans. It should be a named program
such as Opportunity Loans or Productivity Loans or, better, named
after a Member of Congress who has interest and has shown initia-
tive in the Student Loan Program such as the Perkins Loans, the
Stafford Loans, et cetera.

Thank you fo: putting up with what turns out to be about a 30
minute dissertation in 5 minutes. I appreciate it.

[The prepared statement of John P. Whalen follows:]

DO
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Reverend Jobn P. Whalen, Chairman and Ms. Catherine B. Dunlevy, President
June 12, 1991

Mr. Chairman and members of the sub-committee, my name is Reverend John P.
Whalen and I am appearing here as Chairman and Founder of University Support Services.
1am an aging, portly, clerical gentleman but an agnostic with respect to the belief that has
guided education policv in this country for the last ten years. | am a dangerous
revalutionary. In 1986 [ founded University Support Services ("USS"), which instituted its
national program in 1987 to provide educational loans to credit worthy borrowers. With me
is Catherine B. Dunlevy, President of our Co: any.

I greatly appreciate this opportunity to inform the commitiee of the progress we
have made during the past three vears in providing roughly $200,000,000 in educational toan
financing to middie income Americans,

The University Support Services' program makes available loans of up 10 $25,000
annually, subject to costs of education at the selected college and certain credit criteria for
an over-all limit of $100.000 of total program debt. QOur loans are payable over a period of
either twelve or fifteen years, depending upon the program used by the borrower. They

bear interest at a rate that varies with our cost of financing and that is currently 9.52%. The
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The long term, low interest rates applicable to our loans result in monthly psyments that
are among the lowest available to unsecured educational borrowers compared to other non-
governmental, and some governmental programs, Borrowers may further reduce monthly
payments by deferring principal during an in-school period of up to four years,

Our credit criteria have been developed by USS in conjunction with capital market
participamis that act as program credit providers. The credit criteria are conservative
because we have had to rely on the strength of our loan portfolio to persuade credit
providers to enter the program. Our net default rate is 0.93%, compared 1o 10.4% for the
Federal Guaranteed Student Loan Program'. This low default rate is attributable, in part,
10 our credit criteria and, in part, fo our rigorous administration of the loan program. We
have developed loan servicing procedures that exceed our credit providers’ requirements and
that begin to address delinquency problems when Joans are only 15 days delinquent. All of
this has been accomplished entirely from private sources, without any governmental
assistance whatsoever,

The appeal of the USS program to borrowers is evidenced by the fact that 58,672
applications requesting $452,951,709 have been received over our first four years of
operation resulting in 30,995 loans in an aggregate amount of $193919.033. 'Most
importantly, as a result our conservative credit criteria, the USS program is truly 8 middle

class program in that all loans have been directed to middle income borrowers.

'FY 90 GSLP Data Book
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ANNUAL APPLICATION VOLUNE ANNUAL LOAN YOLUNME
CTALENDAR 1 OF LOANS £ ANDUNT 4 QF LDANS 4 _AMUNT
AEAR ITHOUSANRS: ARILLIONS] ITHOUSANDS ) LAGLLICNS )
1987 1,190 9,735,014 527 3.40%,555%
1988 11,12 83,256,689 5,007 31,012,187
1989 18,571 147,837,422 10,008 61,596,540
1930 21,409 157,295,879 11,128 68,941,253
19912 $.32% 24,826,623 A4.327 28.287 ,498
TOTAL: 58,8672 $452,9%1,709 10,995 $193.919.03)

*January through June to-date results only.

This record is not far behind the results achieved during the initial years of the federal SLS
and PLUS programs. Moreover, we have developed the USS program without federsl credit
exposure and with no other form of public advertisement or subsidy. We now project loan
volume for the 1991 calendar vear to be in excess of 30,000 loans in an aggregate amount
of at least $200,000,000.

In order to continue to meet borrower needs, however, USS must compete with such
firms as General Motors, Ford, Sallic Mae, and with state and Jocal borrowers whase debt
benefits from federal tax exemption and with the federal government in gaining access to
the capital markeis. As a young program whose portfolio of loans is not sufficiently aged
to be evaluated by the rating agencies on a stand alone basis, LSS must "rent” credit from
third parties and must recover the costs of such third-party credit from borrowers.

The loan program that USS has developed and administers works as follows. The

majority of loan applications are received by USS from borrowers who are employed by one
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of roughly 18,000 corporate participants, each of which pays USS a small annual fee 10
defray the printing and administrative costs of making the program available to their
employees. Corporate participants bear no risk of loan defaults and receive no income from
the program. Loan applications are examined for conformance to program credit criteria.
Loans are disbursed to borrowers meeting the credit criteria by a national bank, as lender
of record. Upon disbursement, loans become subject 10 a surety bond that assures payment
of principal and interest, subject 10 a first loss deductible. Periodically, USS issues
commercial paper to fund its acquisition of loan balances from the lender of record for the
purpose of permanently financing the loans acquired and to fund a reserve against
unreimbursed loan losses. Two series of USS commercial paper issued for this purpose are
presently outstanding. Each series is sacured by separate letters of creuit issued by third-
party credit providers. Both are foreign: one Japanese and one Australian,

The need that programs such as ours have to abtain credit from sources other than
traditional capital market participants such as banks and insurance companies, is illustrated
by our experience in relying upon financial institutions as credit providers. Our rapid
growth has been constantly impeded by capacity constraints which affect each of our
financing partners. Our initial originating bank was unwilling to originate more than
$35,000,000 of loans and its successor, after participating in our program for nine months,
reorganized its consumer lending division in 8 manner which precluded further participation;
we are now working with a third originating bank.

Our initial letter of credit bank was unwilling to secure more than $75,000,000 of

commercial paper and its successor was unwilling to secure more than $35,000,000; we are
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presenily negotiating with several credit providers in addition to these banks.

Most recently, our surety also indicated that it is facing capacity constraints. 1 would
add that each decision to limit program participation appears to have been part of an
overall institutional decision to limit exposure to student loans or to limit financial risk
exposure generally.  Such limitations upon the exposure of general capital market
participants to a single program may be prudent from the point of view of the financial
institutions involved. However, in the present environment in which credit availability
generally has been severely contracted, the dependence of our program upon financial
institutions as credit providers significantly increases costs to borrowers, impedes the
availability of Joans and may ultimately causc program lending to cease.

I wish to stress that this may occur notwithstanding that the top rated financial
institutions that have participated in our program to date have validated our program credit
criteria through their participation in the origination of over $185,000,000, and in the
permanent financing of over $100,000,000 of loans. Thes: capacity constraints will confront
any program which, because of the age of its portfolio and the absence of accumulated
reserves or a permanent motivated source of guarantee is dependent upon third-party credit
providers at a time when overall credit availability is contracting. Further, these constraints
will most severely affect precisely those programs that have the greatest success in
addressing borrower need and hence the most rapid increase in their need for access to the
<apital markets. Program sponsors who, like USS, were established for the purpose of
financing education will not willingly follow financial institutions in restricting the availability

of loans even to credit-worthy middle income borrowers in response to current economic
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conditions. Such program sponsors, however, are unlikely to have sufficient financial
resources 1o allow them to establish independent access 1o the capital markets during the
early years of their program.

The House Commitiee Report on the Higher Education Act of 1965 quoted the then
Commissioner of Education as follows:

“Helping the middle income student and his family 10 bear the heavy brunt
of college costs would seem 10 have a reasonable claim on a share of our
national commitment to offer cvery child the fullest possible educational
opportunity.”
The House Committee Report on the Higher Education Amendments of 1986 cited this
conclusion and noted that:
“Fuar from being a loan of convenience for middle income families, the
Guaranteed Student Loan has become a loan of necessity for all families.”
Five years later it is clear that much more than a Guaranteed Student Loan is needed by
our middle income horrowers. The average amount requested by our borrowers is $7.600
and our average loan is $6,200.

Programs such as ours, which evolve outside of the traditional capital markets and
have demonstrated both that they address the needs of credit worthy borrowers for
educationa! Joan financing and that their credit criteria constitute an acceptable basis for
capital market financing, should be helped to meet the educational loan needs of middle
income Americans.

Ideally, funds should be made available to such successful programs through interest-

211
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bearing toans from the Federal government or one of its agencies to allow such programs
to permanently fund educational loans without reliance upon the capital markets.
Alternatively, assistance in establishing program credit might be made available by the
Federal government or one of its agencies either: (i) through a guarantec Joan repayment;
or (ii) through grants or non-interest-bearing loans to fund sufficient reserves 1o allow these
successful programs to finance in the capital markets without reliance upon third party credit
providers such as student foan sureties and letter of credit banks.
We project pur own need for permanent financing in the present calendar year 1o be
a minimum of $250 million and expect this need 10 increase 1o $700 mitlion in calendar year
1995,
Such assistance could be provided either by the Department of Education or by Sallie

Mae. The Omnibus Budget Reconciliation Act of 1981 authorized Sallie Mae 10 exercise
its powers to make warehousing loans and 1o act as a secondary market with respect to non-
insured loans and to:

"Undertake any other activity which the Board of Directors of the Association

determines to be in furtherance of the programs of insured student loans...or

i . l i is of students.”

The Higher Education Amendments of 1986 contained a provision intended to clarify the
intent of Congress that;

“...in carrying out all such activities the purpose shall always be 1o provide

secondary market and other support for lending programs offered by other

organizations and not to replace or compete with such other organizations.”
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The House Conference Repurt on this icgislation commented that this siatement of
Congressional intent was to assure that. in carrying out its activities under the authority
granted in 1981, Sallie Mae would:
* be mindful of the need to support lending programs offered by others.
Sallie Mae's objective shoulc not he simply to substitute its programs for
effective programs developed by others. Instead, Sallie Mae should identify
education credit needs that have not been fully met by others, and design
programs to meet those needs.”
Further legislative clarification is needed to re( iire that the credit needs of students be
supported through the priority provision of Sallie Mae. 1.e. 10 provide funding to successful
middle income educational loan programs such as ours.  This 5 consistent with the
Congressional intent of permanently finuncing educational loans or for the purpose of
establishing reserves and would provide a feasible legislative hasis for Sallie Mae 10 support
us in continuing to meet the full need for educationa! loans now being faced by credit
worthy middle income Ainericans.

Thank vou.
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Mr. ANDREWS. Father, thank you very much. We are next going
to hear from Thomas A. Butts who is Associate Vice President for
Government Relations at the University of Michigan in Ann Arbor,
Michigan. Welcome, Mr. Butts.

Mr. Burrs. Thank you, Mr. Chairman and members of the sub-
committee. I am Tom Butts, Associate Vice President for Govern-
ment Relations at the University of Michigan. I am pleased to
appear before you today on beha{f of the National Association of
State Universities and Land Grant Colleges to discuss the possibili-
3; of a major improvement in the student assistance programs

rough direct Federal lending.

1 will summarize my statement, which 1 understand will be in-
cluded in full in the record.

The American Council on Education and 12 other higher educa-
tion associations, including NASULGC, submitted a direct lending
proposal to you on April 8, 1991. The Land Grant Executive Com-
mittee has asked its members to explore further the feasibility of
substituting direct loans for the Stafford part of the Guaranteed
Student Loan Program.

Indications are that this is possible. Well, my statement focuses
on direct lending. NASULGC is concerned, along with the entire
education community, about the grani-loan imbalance which has
developed over the past 10 years. Credit reform and this reauthor-
ization of the Higher Education Act provides a rare opportunity for
the Congress to consider a serious restructuring of the student loan
programs and make significant improvements in student credit by
authorizing a program of direct loans.

According to the 1989 CBO study on credit reform, the total cost
to the government of new guaranteed loans is now many times
more than the cost of new direct loans. Credit reform has made
direct loans a less costly and much simpler way to deliver loan as-
sistance to students. Savings in the first year alone have been esti-
mated by some to be greater than $1 billion.

Mr. Chairman, 1 believe the documentation that you requested
from the Education Department on April 25, 1991, when it is sup-
plied to you, will substantiate significant savings, savings which
should be directed to students.

The Federal Government presently obtains capital for the GSL
%rogram by paying retail price incentives to the capital markets.

nder credit reform it can now obtain capital wholesale from pri-
vate markets for student loans.

Prior to credit reform and in the competition for limited grant
dollars, the Perkins Loan Program was never able to receive full
funding. In fact, it is over $8 billion short the amount of lending
under the Stafford 1=ngram

As a matter of Federal policy the Stafford part of the GSL pro-
gram has evolved and shifted from being the major program of sup-
?ort for middle income students to being tl:;frimary loan program
or students with dPmonstrated financial need.

Direct lending makes it possible to have one need based loan pro-

for students, finally accomplishing the funding goal of the
erkins program. To be supported by the education community,
direct loans must be entitlements as 18 the current GSL program.
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Similarly, the amount of capital available under a direct pro-
gram must be limited only by student eligibility, not by a fixed
amount or cap per year. In this respect it would be identical to the
existing GSL program.

The recent report of the Senate Permanent Subcommittee on In-
vestigations calls for the Congress top, “undertake major and in
some areas drastic reform of the GSL program.” The GAO is called
upon to study the feasibility of alternative approaches, quote, “in-
cluding abolishing the guarantee agency concept.”

The GSL program is an immensely complicated and expensive
program for students, schools, and the department and the Con-
gress. By contrast, the school can process and deliver a Perkins
loan along with a student’s regular application for grants and
scholarships. The paper work necessary for a Perkins loan is sub-
stantially less than that of a Stafford loan.

Direct loans can provide a number of advantages to students, in-
cluding elimination of up front origination and insurance fees,
elimination of the GSL application, timely delivery of aid, more
student counseling time available for it by financial aid officers,
improved access to deferments, automatic loan consolidation and
choice of repayment plans.

On the collection end there is no doubt about who owns the loan.
It is the Federal Government. The program would operate using as-
pects of several student aid programs that have worked well in the
past and are described in full in my statement. The Secretary of
the Treasury would obtain capital for direct loans through the sale
of government securities by the Federal Financing Bank the same
way funding was provided for Sallie Mae until 1981.

’l!reasury would make funds available to the Secretary of Alloca-
tion for allocation to institutions through the Education Depart-
ment’s finance system, from which institutions presently draw stu-
dent aid funds. It is important to note that all of the finance mat-
ters pertaining to the capital would be handled by Treasury.

For direct loans the Education Department would no longer be
expected to have expertise in finance, loan guarantees, secondary
markets. The Education Department would have responsibility for
servicing and collection. The department would have contracts, in-
cluding performance bonuses, with private sector servicers, for bill-
ing, collections, and a national data file.

Since most of the administrative activity would be done under
contract, the department’s principal responsibility would be over-
sight. We recommend strongly that the Congress set aside salary
and expense money for the operation of all Title IV student assist-
ance programs, including direct loans.

Since a direct loan program would not have the complexities of
lenders, seccndary markets, and guarantors, it clearly would be
easier for the department to manage than Stafford loans. All of
this comes at a time when Secretary of Education Lamar Alexan-
der has announced his initiative to make major management im-
provements in the student aid programs.
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This is encouraging because with good leadership and reasonable

resources, public servants can manage pgrams very well. Of
course, direct lending should be implemented only after adequate

lead time has been tg;n;ded for detailed pla.n.ning and preparation.

Mr. Chairman, you for your time and consideration of
these ideas. I hope the subcommittee will take advantage of this
opportunity to improve the student aid programs, and I would, of

course, be happy to answer any questions you might have.
[The prepared statement of Thomas A. Butts follows:]
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Mr. Chairman and Members of the Subcommittes, | am Thomas A. Butts,
Associate Vice President for Government Relations at the University of
Michigan. | am pleased o appear before you today on behalf of the
National Association of State Universities and Land Grant Collsges
(NASULGC) to discuss the possibility of a major improvement in the
student assistance programs through direct Federal ioans.

By way of background, | was the Director of Student Financial Aid at the
University of Michigan from 1971 to 1877. From 1977-1981, | was on
leave from the University and served with the U.S. Department of
Education as a policy advisor for student assistance and later as the
Deputy Assistant Secretary for Student Assistance. | have continued
since then to be invoived in student aid policy issues.

Mr. Chairman, the Amaerican Council on Education {ACE) and twsive other
higher education associations, including NASULGC, submitted a direct
lending proposal to you on April 8, 1981. The bill language submitted at
that time would, in substance, implement the proposal which | will
describe in more dotail today. The NASULGC Executive Committee has
asked that its Legislative Committee explore further the feasibility of
Faderal direct lending, including substituting direct loans for the Stafford
part of the Guaranteed Student Loan Program (GSL). indications are that
this is possible. This statement is, in part, an update t0 an April 30,
1991, NASULGC paper regarding direct lending.

Credit retorm, Mr. Chairman, and this reauthorization of the Higher
Education Act provides a rare opportunity for you o consider a sericus
restructuring of the student loan programs and make significant
improvements by authorizing a program of direct loans. The credit reform
provisions of the Budget Reconciliation Act of 1990 made significant
changes in the way the government accounts for the credit it extends in
the form of loan guarantees and direct loans.

According to the December 1989, Congressional Budget Office study on
credit reform,

The difforence in the bixigetary treatment betwaen direct icans and guarantesd loans
craates a biss in favor of gusrantess because their costs are deferred. Whan the costs
ars known (after defoult) and finally recorded in the budgst. they ars welf past the
govemment's control, Consequantly, loan guarantees have been growing much faster
than direct loans in recent years. The fotal cost to the gavernment of the new
guarantsed !osns is now many times more than the cost of new direct
loans, (p. xil - emphasis added)
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The President’s FY 92 Budget states that:

Clearly, cradit reform is not Just™ &n accounting change. it Is an opportunity 10 599
sach program wih fresh oyes. Cradit reform asks the right questions: Wi is being
helped? By how much? Al what cost? 11 focuses stiention and buxigetary decisions on
the costs underlying sach loan, uxtapesed with the bomowsrs who bensfit from these

programs. it provides parspective for both pokicy analysis and program management.
{Pant Two - 2268)

What ars the implicstions of credit reform for student loans?

The Federal government presently obtains capital for the GSL. program by
paying retail price incentives to the capital markets. LUnder credit
reform, it can obtain capital wholesale from the same (and other)
private capital markets. This reduces significantly costs to the
taxpayers.

Prior to credit reform, the entire amount of the capital used for direct
loans appeared as & Federal cost. Only government subsidies were
included in the Federal budgset for guaranteed loans - not the loan capital.
This apple and orange siuation caused direct loans to appear more costly
than guaranteed loans.

Under credit reform, both types of loans are priced the same way. Only
the costs associated with obtaining the capital and subsidies are counted
in the budget - not the amount of capital involved. In the case of GSLs, the
government obtains capital from private capital markets through
guarantees and special allowance incentives (Lenders are entitled to the
average of 91 day Treasury Bills plus 3.25% with no cap). in the case of
direct loans the government acquires capita!l from private capital markets
through the sale of government securities (treasury bills, etc.).

With credit reform, the cost to the Treasury of a cohort of GSL or direct
loans made each ysar is scored in the budget for the projected life of the
loans. Included are costs paid by the govemment for defaults and the cost
of capital such as special incentive allowances to lenders {for GSL) or the
cost of Treasury securities (for direct loans).  Federal administrative
costs are accounted for as a line item in the mandatory part of the budget.

An examination of the cost of a direct student loan and a loan guarantee,
all factors like student interest rate being heid equal, will show that a
direct loan will be less costly to the govemment than a GSL - primarily
becauss the government can borrow money from the private sector at
Treasury bill rates for direct loans rather than the 91 day Treasury bill
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rate plus 3.25% now assured to GSL lenders, even during the in-school
period.

Under credit reform, government borrowing from the private sector for
direct loans aoes not increase the defick. The payment of higher
GSL subspidies does Incresse the deficit. In addition, direct
borrowing for student loans would replace existing guaranteed borrowing.
Also, over time the flow of repayments back to the capital markets would
approximate the amount borrowed for new loans - thus establishing
somsthing akin to a8 national revolving fund.

Would & direct loan program be an entitiement?

For a direct loan program o be supported by the education community, it
must bs an entitlement (mandatory) program as is the current GSL
program. Similarly, the smount of capital available under a direct
program must be limited by student eligibility - not by a fixed total
amount or cap per year. In this respect, it would be identical to the
existing GSL program except that capital availability would not be
dependent on lender willingness to ioan.

Why restructure the student loan programs?

Credit reform has made direct Joans a less costly way to dsliver loan
assistance to students. Savings in the first year alone have been
estimated to be greater than one billion dollars. Mr. Chairman, | believe
that the documentation that you requested from the the Education
Department (ED) on April 25, 1991 (when supplied to you) will
substantiate the savings - savings which should be directed fo students.

The recent report of the Senate Permanent Subcommittee on

Investigations, chaired by Senator Sam Nunn (D-GA), documented many of
the costs and problems associated with the GSL program. Among them are:
the rate of student defaults, the financia! failure of one major guarantes
agency, questions about the strength and number of guarantee agencies,
severe problems in managing student loans by lenders, and fraud and abuse
by certain lenders and some trade schools. The General Accounting Office
(GAQ) recently reported that the GSL program has become such a maze that
it cannot be audited.
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The Nunn report calls for the Congress to "...undertake major and, in some
areas, drastic reform...” of the GSL program. (p.34) The GAO is called upon
to study the feasibility of aiternative approaches including °...abolishing
the guaranty agency concept.” (p. 39)

The GSL Program is an immensely complicated and expensive program for
students, schools and the ED. With more than 13,000 lendsrs, over 50
guarantee agencies and several Secondary markets participating in this
efror prone program, the bewildering array of paperwork, regulations,
procedures and fees is enormous. Many colleges and universities deal with
every guarantee agency during the course of the year and with hundreds of
lenders. Notwithstanding efforts by some guarantors and lenders 1o
stroamiine the GSL program, it takes unnecessary time within the
institution, plus the time required by guarantors and lenders, to process
GSLs. Despite empty promises made by guarantes agencies for more than
15 years, institutions are still subjected to different policies, forms and
computer formats by each agency.

By contrast, a schoo! can process and deliver a Perkins Loan along with a
student's regular application for grants and scholarships. This
significantly reduces the amount of papsrwork. A direct loan
would be originated much fike a Perkins loan. The institution has direct
control over the timing and distribution of loan funds. This control would
enable the institution to assist students better and improve institutional
cash fiow.

Direct foans can provide a number of advantages to students including
the elimination of the GSL application, timely delivery of aid, more
student counseling by financial aid officers, elimination of up front
origination and insurance fees, improved access to deferments, automatic
loan consolidation, choice of repayment plans with no additional charges,
and reduction in the constant pressure o increase student interest rates
to offset government subsidies.  Further, students experiencing hardships
or changes in financial circumstances requiring an adjustment in the
amount of their loans will be able to have their requests dealt with
promptly. On the collection end, students will know who “owns” their loan
- the govemment. In addition. student horror stories which abound about
the paperwork obstacles to higher education caused by both obtaining and
repaying GSLs would be vastly reduced and be no greater than those
experienced with the grant delivery system which is expected to be
simpiified by the Congress as part of reauthorization. Given the recent
fiexibility to schools to determine loan amounts in the GSL program, “red-
lining® should be prohibited.
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As a matter of Federal policy, the (GSL program has evoived and shifted
from being the major program of support for middie income students 10
the primary loan program for students with demonstrated financial need.
When the GSL program was created in 1965 (modeled after several
existing State guarantes programs), it was intended to provide loans to
students frum middle income families. Since low incoma students were
served by the Perkins program, there was little necessity for these
students to obtain GSLs. In the absence of credit reform, this change in
focus resuited from the inability of the Congress to appropriate adequate
foan capital for the Perkins program and still maintain support for the
grant programs. There is no point in having two Federal student loan
programs with the same financial needs test if there is adequate cap:al
available to mee* all student need remaining after grants have been
awarded.

The GSL program, howaver, is now asked to provide three types of loans -
~tafford loans for students who demonstrate financial need, Parent Loans
for Undergraduate Students (PLUS). and Suppiemental Loans for Students
(SLS) who do not qualify for Perkins or Stafford loans or who need more
money than they are abie to qualify for under other student assistance
programs.

Experience with the Perkins program shows that operationaily direct
loans serve both students and most institutions better than Statfora
loans. Under a direct loan. ongination is simple and the student knows
who made the loan.

Mow wouid the government obtain capital for direct joans?

The Secrstary of the Treasury, in consuitation with the Secretary of
Education. would seil treasury securities to the private capital markets in
accordance with its usual practice to obtain necessary capital. This
would be accomplished in the same way funding for Sallie Mae was
provided untit 1981.

Under that procedure. the Secretary of the Treasury, through the Federal
Financing Bank. soid government securities to the private sector at the
appropriate time and made the funds available to Salie Mae. That system
worked nicely. and Sallie Mae is making payments on about $4.8 billion
still hoids. In the case of direct foans. the Secretary of the Treasury
would make funds available to the Secretary of Education for allocation to



institutions through the ED finance system from which institutions
presently daw student aid funds.

it is important to note that all of the “finance” matters pertaining to the
capital would be handled by Treasury. For direct loans, ED would no
longer be expected to have expertise in finance, lending, loan guarantees
or secondary markets. Repayments wauld retum to the private markets
through the Treasury and not be left to accumulate in institutional
revolving funds as is the case with Perkins Joans. Allowing coilections fo
remain in institutional revolving funds would cause the proposed program
to lose its status as an entitiement or mandatory program. Perkins loans
are scored in the budget as discretionary grants fo institutions because
the loans becoms part of revolving funds at the institutional lavel. The
concept of *insurance” does not apply in the case of a direct loan since the
government already owns the loan note.

How would a direct loan program opersate?

A new direct loan program would be similar in concept to the Peil Grant
Program, i.e., institutions are essentially agents of the federal
government and process the foan on the govemment's behalf. The Pell
Grant Program. is not technically a campus based program. Students
receive vouchers (Student Aid Reports) that they may use at any eligible
institution.

While a student voucher wouid not be involved, a direct loan program
would operate in 8 similar way in that the loan is made directly by the
federal government to the student with the institution acting as the
originator.

How would tunds be allocsted to Institutions?

The allocation of funds to institutions could take place following one or a
combination of existing models. A preferred approach would be to use the
distribution system utllized for Perkins loans and the other campus based
student aid programs. Under this method, the Fiscal Operations Report and
Application (FISAP) would be used to make initial allocations each year.
Institutions would indicate on the FISAP the amount lent in the previous
year and project needs for the coming year. Institutions not participating
in the campus-based programs would only compiete the direct loan
saction. The ED would approve all initial requests, unless it had reason to
believe the request was not reasonable or the school was not eligible.
Anott - approach would be to use the Pell Grant allocation system. In
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either case, the reconciliation of individual student records would NOT
take place at this point in the process. Special adjustment requests
would be made during the course of the year by institutions to increase or
docrease their allocations in accordance with actual student eligibility
for direct loans. Reconciliation of individual student accounts would
occur at the end of the year with the filing of the FISAP report.

Under sither approach, institutions would foliow existing ED procedures to
draw necessary funds on a timely basis to fund all eligible students.
These procedurss do not allow institutions to obtain funds more than
three days In advance of the time they are to be expended.

How wouid student eligibility be determined?

Following current practice, students would apply for all forms of
financial aid and provide need analysis information to the institution(s)
they attend or plan to attend.

Institutions would conduct a need analysis. determine eligibility, package
direct foans with other student aid and notify the student of award
amounts and conditions.

How would the loan bs disbursed to the student?

Like the Perkins joan program, institutions would prepare a promissory
note for the student’'s signature. Following appropriate loan counseling
procedures, the student would sign the promissofy note. Funds would then
be credited to the student’'s institutional account ¢/ ginan to the student
depending on the circumstances. For those institutions */ho do not
participate in the Perkins program, the signed promissory note would be
similar in concept to the Student Aid Report necessary to make payments
to students.

What wouid happen after the foan is disbursed?

The Federal Government (Education Department) would have responsibility
for servicing and coliection. ED would have contracts (including
performance bonuses) with private sector servicers for billing and
collection. Institutions who so desired and were qualified might act as
servicers for their students.
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Institutions would deliver signed promissory notes to an ED contractor. it
is expected that amangements would be made for several means of
delivery, including possible electronic transfer of notes.

Wouild there be s nstional data base with direct student 10sn
information?

Yes. Multiple year notes and notes from different schools wauld be
consolidated immediately under this system. With the opportunity to
establish a new central file, the insurmountable data problems of the
existing GSL program would be phased out. The Pell Grant Program has
demonstrated that a central processor can work with multiple data entry
contractors. In this case, loan servicers would relate to a central
processor in a similar manner. Servicers would be required to mest
unitorm ED specifications and would be subject to audits and reviews by
B

institutions would continue to report enroliment status as they do now in
the GSL program - only with one uniform reporting System synchronized
with institutional academic calendars.

Since most of the administrative activity would be done under contract,
the Department's principal responsibility would be oversight. Other
government agencies, such as Treasury, might assist with management of
the collection responsibility.

What about sdministrative support/copability In the Education
Department?

While ED has experience in working with private sector servicers and has
a credible record in collections, the Congress must set aside salary and
expense money for the operation of all of the Title IV student aid
programs, including direct loans. Funding shouid be directed by the
Congress for training, technical assistance to institutions, program
reviews, contracts, and contract administration. Additionally, Congress
should provide initial funding to ED to enable it to obtain and utilize state
of the art telecommunications and computer technology to handle loan
transactions and management information. This is one of the most
important recommendations made by ACE and other higher education
associations to the Congress.
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The GSL program has been patched together over the years to the point
where it cannot be audited or managed effectively. Under difficuit
circumstances over the past ton years, ED has done a credible job of
administering the Pell Grant and campus based student aid programs. In
addition, it has managed Perkins and GSL dsfault collections activity well
under these conditions.  Indeed, as the Nunn hearings have demonstrated,
there is serious question about the quality of some of the servicing done
by private lenders in the GSL progmm. The ED system makes use of
private servicers and loan collection contractors in addition to the IRS
offset program. ED has also managed large elementary and secondary
education programs weil.

Since a direct loan program would not have the complexities of lenders,
secondary markets and guarantors, it would clearly be easier for the ED to
manage than Stafford loans. All financing matters would be handled by
the Secretary of the Treasury. ED would handle the delivery and oversight
of institutions and coilection/servicing contractors. For direct loans, it
would no longer be necessary for ED to monitor 13,000 lenders, over 50
guarantee agencies and the participating secondary markets. This should
enable ED to avoid over regulation and micro management of the program.

Direct loans would operate more like Perkins loans and woulkd not at all be
similar to the Federally Insured Studert Loan (FISL) program which was a
guarantee type program abused by sume institutions and lenders and
lacked administrative support within ED.  Correspondence schoois, for
example, no longer participate in GSL. They were maijor participants in
the FISL program and a source of many problems.

All of this comes at a time when Secretary of Education Lamar Alexander
has announced his initiative to make major management improvements in
the student aid programs. This is encouraging because with good
leadership and reasonable resources, public servanls can manage programs
vary well.

Which institutions couid participate in direct foans?

The Congress must determine institutional eligibility. Clearly, eligible
institutions should be able to demonstrate administrative capacity to
meet their responsibilities for fiscal stewardship and management for
direct loans or any Federal student aid program. Apart from direct loan
responsibility, recent changes in law have eliminated many questionable
institutions from the student aid programs. In addition, proposed
reauthorization changes in accreditation and licensure by the education
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community and the Administration would further tighten the System.
Finally, with clear lines of responsibility and accountabliity in a direct
joan program, the opportunities for mischisf with the taxpayers’ money
which exist in the GSL program should be reduced significantly.

Would institutions bs provided administrative allowances?

it is essential that institutions be provided adeguate administrative
support. To begin & new program with the promise of eliminating the
problems of the existing GSL program without providing good
administrative support up front would not be wise. Institutions may find
that the adminisirative savings they achieve from the elimination of all
or a part of the existing GSL program will help offset some naw costs.
The issue must be examined and appropriate administrative allowances
and support provided. The ACE proposal suggests an annual $20 allowance
per eligible direct loan student.

it shouid be noted that guarantee agencies now receive one percent as an
administrative cost aillowance {about $110 million yearly) from
govemnment appropriations. Also they have the use of student financed
insurance premiums of up to three percent. Agencies also retain 30
percont of collections they make on defaulted locans.

Whst about small schools or schoois that do not presently
perticipate In the Perkins program?

The ED could arrange 8 contract for an alternative administrative entity
which would assist schools that do not wish to administer the loan
program themselves or lack the administrative capabifity necessary-to
‘manage it. This alternative system would be similar in concept to the
~alternative disbursement system® for Pell Grants which existed prior to
1981.

Mowever, many small schools may find that a direct loan program would be
easier to manage than the existing Stafford program. This would be due to
the facl that the lender and guarantee activity is removed, time delays to

the student eliminated, and cash flow to the institution improved.

What sbout institutionst lability?
inshtutions are presently liable for errors made in executing any of the

tasks they perform related to the GSL program; this would not change with
direct loans. The institution would need to draw down funds, determine
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student sligibility, and disburse funds correctly. Once promissory notes
have been accepted by the government {within a proposed 45 day statuto:y
time limit) tiability would end {except, of course in cases of fraud).
Institutional liability would be less than GSL since the number of entities
dealt with would be reduced and the institution would have control over
the entire origination process. In addition, the institution would stili
have access o the student's account to recover funds and the opportunity
to find the student to obtain a missed signature on a promissory note.

What about institutionai cash flow?

Most institutions would have an improved cash flow under a system of
direct loans. Not only would funds be aveilable when school started, the
delays caused by handiing checks co-payable to the institution and the
student from hundreds of lenders would be eliminated. Of course,
institutions would be required to follow existing cash draw procedures
which prohibit funds from being on hand more than three days prior o
disbursement and from earning “float™ while in an institutional account.

Couid the financial aid tranacript be eiliminated?

Currently, notification of a student's federal aid must be made to the
institution to which a student transfers. This is accomplished through a
cumbersome and expensive financial aid transcript process. With a a
national direct loan data file on all students and the existing Pell grant
data file, it wouid be possible to eliminate the financial aid transcript - a
major paperwork probiem for institutions.

What wouid happen to the existing Perkins loan revolving funds
focated at institutions?

Ongoing collections from existing Perkins loans which return to
institutional revolving funds should be left at the institutions, invested in
new Perkins institutional endowment accounts, and the income used for
other student aid purposes or special student loans. Under this approach,
coilections would be invested in an instifutional endowment or total
refurn fund for that purpose and the earnings used for student grants or
employment. Over the years, many schools could get out of the loan
collection business!
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What role might exist for guarantes agencies or lenders?

The parent loan program (PLUS) should be significantly improved as a
guarantesd loan for dependent (middie income) studenis.

The maximum PLUS loan should be determined by the cost of education
less other financlal aid received by the studsnt as recommended by ACE
and other higher education associations. In addition, the tax writing
committess should be encouraged to restore the interest deduction for
pamntandsmdemtoansaspanofanoveraﬂp!antohelppammso!
dependent students.

While ali three GSL programs - Stafford, PLUS and SLS - could be operated
underadimctsystom.ﬂcoutdbemuedmatthehwcostofm
unsubsidized PLUS and SLS programs together with the more natural
relationship between credit worthy parents and lendsrs makes policy
sense to continue these progmams. Guarantes agencies may also wish 10
participate in the servicing function for direct loans.

How should direct losns bs phased In?

ACE and twelve other higher education associations have proposed thal
need based direct loans be available to institutions on an optional basis.
Under this proposal, an institution would participate in either Stafford or
direct lending. Another option is to substitute direct lending for the
Stafford and Perkins programs, bringing ail new need based lending under
one program. Proposad legisiation sent to the Houss Subcommittee on
Postsecondary Education on Aprii 8, 1991, by ACE provides legisiative
language consistent with the framework for direct loans described in this
paper.

For students who have both Stafford and direct loans, direct loans might
be made eligible for inclusion in the existing loan consoiidation program.
The existing Stafford portfolio will, of course, have to be phased out and
provisions for transition made if the bolder option is adopted. it might be
necessary, for example, to change the existing administrative cost
allowance (ACA) of one percent of new loans originated to an allowance
based on outstanding loans. In addition, increased PLUS volume might
replace a substantial portion of ACA lost due to the elimination of the
Stafford loan volume.
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When should direct iending be Impilementsd?

Direct lending should be imp/emented only after adequate Isad time has
been provided for detailed planing and preparation. At a minimum that
should be one full program {school) year following the date of enactment.
For example, if the President signed the enabling legislation in March of
1992, the program should nct go into effect untit July 1, 1994.

The development of a direct loan plan is a dynamic process that will
continue to require the bast thinking of many people. The advantages and
disadvantages of changing a major student aikd program will have o be
carefully considered.

Mr. Chairman, thank your for your time and consideration of these ideas. |
hope the Subcommittes wil take advantage of this opportunity to improve
student aid programs. | would be happy to answer any questions you might
have.

1Y
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Mr. Anprews. Thank you very much, Mr. Butts.

We are next going to hear from Mr Joe Belew who is President
of the Consumer Bankers Association in Arlington, Virginia. Did I
pronounce your name correctly, Mr. Belew?

Mr. BeLew. Yes, you did. You are one of the few.

Mr. ANprews. Welcome, and we look forward to your statement.

Mr. BgLew. Thank you. Mr. Chairman and members of the sub-
committee, ] am Joe Belew, President of the Consumer Bankers As-
sociation, and we are pleased to offer our views today on various
alternatives to the Stafford Loan Program, and in particular the
direct lending alternatives which were previously discussed.

We will not surprise you today. Lenders do not believe radical
change in the structure of the GSL pm%ram is nec&sa?. In our
view, the p ms are working relatively well. Since 1965 I don'’t
need to tell the subcommittee, more than $114 billion in private
capital has been provided to more than 53 million students.

fiscal 1990 alone eligible lenders made more than $12 billion
in insured loans available to over four and a half million student
borrowers. By acknowledging these successes we are not overlook-
ing the significant problems which have been discussed extensively
before the subcommittee,

As I hope you are aware, CBA’s lenders support the reform ef-
forts undertaken by Congress and the department in the last b
years, but today 1 am placed in the difficult position of defending
the existing student loan program against the promises of an alter-
native which has not yet geen created or tested by real world chal-
lenges. The arguments in support of discarding the current pro-
gram need to be viewed in that context.

The written testimony today focuses on three major areas: our
conclusions regarding direct lending alternatives following review
of several proposals iefore the subcommittee; secondly, CBA’s as-
sumptions about why some institutions have expre support for
direct lending alternative; and third, some specific concerns that
the subcommittee should address and any review of the proposals
on your part.

e have six of these concerns, and I would say this is the heart
of our testimony. First, the impact of direct lending on the existing
GSL program structure. Second, the anticipated loss of program ac-
countability. Third, the potentially increased default costs for the
Federal Government. Fourth, the problems posed by a transition to
direct lendin‘f. Fifth, the risk of losing loan access for low income
students; and sixth, the uncertainty about the long term availabil-
ity of Federal capital.

Let me begin with our general comments on several direct lend-
ing alternatives. All the proposals are drafted to take advantage of
the recently enacted Credit Reform Act. This legislation would
allow OMB to raise the necessary capital for student loans as an
off-budget item and appropriate only the actual cost, that is, subsi-
dies, default payments, and administrative charges. Because Feder-
al funds borrowings are less expensive tha;:arrivate sector borrow-
ings, this is portrayed as an overall Federal savings for the pro-

gram.
All of the proposals also suggest that a party other than the De-
partment of Education act as a servicer of these loans. There seems
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to be agreement that asking the department to directly assume the
task of servicing is unrealistic.

Finally, all of the proposals eliminate the need for a Federal
guarantee. The Federal Government would, instead, absorb the full
amount of any default or require the loan servicer or some other
pagg to absorb part or all of the default costs.

A believes there are several reasons why schools sui)port
direct loans. For one, schools do not like dealing with mu tiple
tee agencies and lenders. Also, schools do not like numerous
efault reduction provisions enacted over the last 5 years such as
delayed disbursement, multiple disbursement, entrance and exit
counseling, and mandatory pro rata refund policies. Low default in-
stitutions, in particular, resent this Federal intrusion, and as well,
some institutions believe enactment of direct loans would result in
a dramatic increase in Pell t funding.

Let me add an aside at that point. Enactment of a $4,000 maxi-
mum Pell grant, without the modifications supported by the ad-
ministration, would require an annual appropriation of between $8
billion and $10 billion. This represents a dramatic increase over
current Pell funding that far exceeds anticipated savings from any
direct lending program.

There are several major concerns CBA believes should be consid-
ered in evaluating any direct Joan proposal. First, the existi? GSL
program structure would probably be destroyed. Once the flow of
new loans and guarantees into the portfolio of guarantors and lend-
ers ceases or is substantially reduced, virtually all lenders will ini-
tiate phase-out of their participation in the program.

Many guarantors, faced with insolvency, will do the same.
Twenty-five years of technical expertise will be lost. Those familiar
with the history of the Guaranteed Student Loan Program know
that persuading lenders to make loans to students with no income
and no previous credit history was not easy. Once the current pro-
gram is phased out, securing private sector participation if the
need arises in the future will be difficult.

The second jor concern, program accountability. In existing
GSL program both lenders and guarantors face financial exposure
if lfnrgfram operations break down. In a direct lending cg:)rogrs.m all
default costs will be the responsibility of the Federal Government.
If a loan servicer is asked to share in the risk of a default, as has
been proposed by some advocates, the cost of absorbing this risk
will b? passed back to the government in the form of a higher con-
tract fee.

The number three concern was transition problems. The could
be very significant. As the Nunn report an the OMB/ED study
made clear, management of the GSL program by the department is
in urgent need of reform, but to co this task by creating yet
another loan program would add tremendously to that adminmstra-
tive burden.

Currently, outstanding GSL's have 20 or more years fo run
before the last payment is received from borrowers. Our lenders,
frankly, question the feasibility of relying on the department to op-
erate bot f;:nrogmn:xs simultaneously.

Fourth, financial problems could be precog)itated among the guar-
antee agencies. The department has periodically suggested that as
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many as half a dozen guarantee agencies may face financial diffi-
culty. We suggest that perhaps as many as two dozen of these agen-
cies coulg face financial difficulty if the GSL program were brought
to an end.

I would like to emphasize that protecting guarantee agencies is
not a proper reason for supporting the current GSL program. How-
ever, a fair review of the direct lending alternative must take into
account the risks and the costs associated with phasing out the ex-
isting program.

Fifth, low income students, especially those attending community
colleges and proprietary schools, are likely to be poorly served
under the new program. While some schools are unhappy with
lenders and guarantors who have made it difficult for students at-
tending high default rate schools to obtain loens, the net result has
been to reduce the cost of the current program.

The fact of the matter is that institutional participation in direct
loans is likely to be controlled much more stringently than is the
case under current program. If it isn’t, this subcommittee should be
prepared for a higher level of defaults to occur.

Finally, long term Federal support for direct loans is far from
certain. Because of the large capital requirements inherent in
direct loans, between $12 to $16 billion per year would have to be
provided for direct loans.

We wonder how likely is it that Federal support for the program
will be maintained at this level. QOver a 10 year period $120 billion
to $150 billion would be outstanding, with default losses of at least
$10 billion projected.

In closing, Mr. Chairman, we at CBA believe that Congress
should be fixing the current GSL program, not creating a new pro-
gram. On behalf of our member institutions I would like to reiter-
ate our belief that the structure of the GSL program is essentially
sound, even with its warts.

Lenders appreciate the opportunity to participate in the pro-
gram, and we hope Congress will continue to provide us with that
opportunity.

The Stafford Loan Program has operated successfully for over 25
years. Lenders endorse the notion that changes are needed to
better serve program beneficiaries, and in moving into the mid
1980s ve hope the successful public-private partnership which is
the hatlmark of the Stafford program will be continued.

Thank you, and I will take questions at the end of the other pres-
entation.

[The prepared statement of Joe Belew follows:]
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Nr. Chairman, Nembers of the Subcommittes on Postsecondary
fducation, X ar Joe Belav, President of the Consumer Bankers
Association.’ I am pleased to be with you today to discuss the
altarnatives to the current structurs of the Guaranteed Student

Loan Programs.

I will surprise no one on this Subcommittas by informing you
that lenders do not believe a radical change in the structurs of
the GSL program is necessary. In sy view, the current programs
are working well. Since 1965, more than $114 billion in private
capital has besn provided to more than 53 million students. In
Fiscal Year 1990 alone, eligible lenders made more than $12
billion in insured lcans available to over 4.5 million student

borrovers.

By acknowledging our successes, I am not overlooking the
significant problems which have been discussed extensively before
this Subcommittes, the Senate Education and Labor Committee, and
the Senate Permanent Subcommittes on Investigz :ions. As I hope
this Subcommittee is aware, landers support the refors efforts
undertaken dy the Congress and the Department of Education in the
past five years.®

'The Consumer Bankers Association was founded in 1919 to
provide a progressive voice for the retail banking industry. CBA
represents approximately 700 federally insured banks, savings and
loans and credit unions that hold more than 80 percent of all
consumer deposits, and mors than 70 percent of all consumer credit
held by federally insured depository institutions.

261 . .
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Today, I am placed in the difficult pesition of defending
the student loan program against the promises of an alternative
which has not yst been created or tested by real world
challenges. The arguments in support of discarding the current
progran need to be viewed in this context.

The Varicus Direct Loan Proposals

There is no single federal direct loan program proposal--
there are several. We hava reviewed the proposal put forward by
the Axerican Council on Bducation and discussed it at length with
ACE staff. We have also seon a proposal put forward by the
Bconomic Policy Institute, which calls for a $20-billion-a-ysar
pregram funded by the Social Security Trust Fund. CBA has sought
to learn as much as we can about these and other alternatives.

Ws chose not to publish a response until we fully understood the

motivation behind these proposals.
Thus far, we have concluded that:

1. All of the proposals are drafted to take advantage of
the recently enacted Credit Reform Act*. This legislation would
allow OMB to raise the necessary capital for student loans as an
moff-budget” item, and appropriate only the actual costs, i.e.,
subsidies, default payments and administrative chargss. Bacause

-
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federal funds are less expensive to borrow than privata-sector

funds, this appears as a significant fedaral capital savings.

2. All of the proposals suggast that a party other than the
Department of Education act as the sexvicer of these loans.
Thers seems to be agreement that asking the Departzent to
directly assume the task of servicing the loans is unrealistic.
Instead, proponents look to the expertise of the major loan
sarvicers, Sallie Mae, and even SoEe guaranty agencies to perform
this function. Some praoponents sven suggest that schools might

want to Service some of the loans.

3. All of the proposals eliminate the need for a federal
quarantee. The federal government would instead absorb the full
amount of any default, or require the loan servicer {or some

other party) to absorb part or all of the default costs.
CBA believes there are several reasons why schools support
direct lecans:

1. Schools do not like dealing with nultiple guaranty

agencies and lenders.

lLenders ara well aware of the problams created for

jinstitutions by the multiplicity of forms and procedures. To

-1-.
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help address this, CBA has suggested that a nmajor initiative be
undertaken to raquire standardisation betwaen the guaranty

agencias.

2. Schools do not 1like the nuserous default reduction
provisions enacted ovar the last five years, such as delayed
disbursement, multiple disbursement, entrance and sxit

counselling, and mandatory pro-rata refund policies.

It is unclear wvhether ths snactzent of a direct lcan program
would sliminate any of these default reduction measures. Low-
default institutions, in particular, resent this federal

intrusion.

The imposition of default reduction initiatives on low-
default schools is an important reauthorization issue. However,

it is totally independent from the issue of how loans are made.

3. Institutions believe enactment of direct loans would

result in a dramatic increass in Pell Grant funding.

Enactment of a $4,000 maximum Pell Grant, without the
modifications supported by the Administration would requi.s an
annual appropriation of between $8 and $10 billion. This
represents a dramatic increase over current Pell funding that far

excaeds the anticipated savings from direct loans.

~ -
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Lenders believe that the GSL program, with its 20-year
history of support for student borrowing, is a better foundation
for a dramatic increass in Pell funding because, unlike direct
loans, it is not premised on a loophole in the Credit Reform Act.

The Problems ¥ith Direct Loans

There ars sevaral major concerns that should be considered

in avaluating any direct loan proposal:
1. e stru WO est

once the flow of new loans and guaranteoes into the
portfolios of lenders and quarantors ceases or is substantially
reduced, virtually all lenders will initiate phase-out of their
participation in the program. Many guarantors, faced with
insolvency, will do the sama. Twenty-five years of technical

expertise will be lost to the program.

Those familiar with the history of the Guaranteed student
Loan program know that persuading lenders to make loans to
students with ne income and no previocus credit history was not
easy. Once the current program is phased-out, securing private~
sector participation, if the need arises in the future, will ba
difficult.
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2. Program accountapility would be lost. Under the GSL
progran laenders are hald responsible for failures to servicae
locans in accordance with applicable guaranty agency and federal
regulations. Guarantors face similar financial exposure if the
agency's default experience exceeds five percent in any given

fiscal year.

Under direct loans, this accountability will be lost. All
default costs will be the responsibility of the federal
government. If the loan servicer is asked to share in the risk
of default, as has been proposed by some direct loan advocates,
the cost of absorbing this risk will be passed back to the

government in the form of a higher contract fee.

Tha accountability inherent in the current program is
gsignificant. In the past two Yyears, over $400 nillion in federal
1iabilities have been avoided because of reinsurance losses by

program participants. This is a significant cost factor.

3. Transition problems could be significant. An "optional®
program, as proposed by ACE, would be particularly troublesome.
tUnder the ACE proposal, it is easy to imagine students
transfaerring to or from a direct loan school to a non-direct-loan

school, thereby creating more complexity and confusion than

-
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already exists. We also see the task of the high school and
financial aid consultant becoming more difficult, since
participation or non~-participation in the direct loan program
will be yet another subject that needs to ba addressed in
counseliing sessions focused on the choice of institution to

attend.

As the Nunn Report and the OMB/ED study made claar,
managemant of the GSL program by ED is in urgent need of reform.
To confuse this task by creating yelL another loan program would
add tramendously to that administrat.ve burden. Lenders are
generally enthusiastic about the nev; team at the Department of
Education assembled by Secretary Alexander. Even if the entire
GSL program is replaced with direct loans, currently ocutstanding
GSLs have twenty or more years to run befors the last payment is
received from borrowers. Lenders question the feasibility of

relying on ED to oparata both programs simultaneously.

‘-mmmm_;gm_humm:nmw
Agencies., As this Subcommittee well knows, it was a decrsase in
joan volume that helped precipitate the crisis at HEAF last
summer. Under the ACE proposal, national guaranty volume (and
thersfore insurance pramium revenues) would be dramatically
decreased. At ths sape time, the average quality of loan would
decrease (since the types of institutions likely to want to and

be allowed to participate in the direct loan program will be low-
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default schools).

The Departmant of Education has periodically suggested that
as many as a half-dozen guaranty agencies may face financial
difficulty. We suggest that perhaps as many as two dozen
agencies could face financial difficulty if the GSL program were

brought to an end.

I want to emphasize that protecting guaranty agencies is net
a proper reason for supporting the current GSL program. To the
contrary, a fair review of the direct lending alternative must
take into account the risks and costs associated with phasing out

the existing program.

c rietary ools, are ely to be

poorly served under the pew program, For the past several years,
lendars have been directly and indirectly encouraged by the

Department of Education and the Congress to "know your student
loan customer” and to take steps to avoid bad lcans. These
efforts have resulted in restricted access for locans to students

attending high-default-rate institutions.

Wwhile some schools are unhappy with lenders and guarantors
who have made it difficult for students attending high default

rate schools to obtain loans, the net result has been to reduce

-8~
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the cost of the currant program. When lenders have suggested
that this private sector safeguard would be lost under direct
loans, the arqument has been sade that the federal government--
not private sector corpoxations--should be deciding who does and
doas not get loans. Some of these critice of current practices
have suggested direct loans as a curs for this prebleam. I

believe axactly the opposite will occur.

Because the private sector safeguard against fraud and abuse
will be lost under direct loans, the Department of Education is
likely to make participation in a direct loan program mora
difficult than under the current program. Under an ingtitution-
aoptional program, the availability of loans through the current
GSL progran is likely to be very difficult, since laenders wiil
have lost the low-risk loans they currently use to help balance

out higher-risk loans.

The fact of the matter is that institutional participation
‘.1 direct loans is likely to be controlled much more stringently
than is the case undsxr the current progras. If it isn'‘t, this
Subcommittee should be prepared for a higher level of defaults to

occur.

s. mwmmmm_u_ﬂsl—m
cartain, Because of the large capital requirsments inherent in
direct loans, betwsen $12 to $16 billion per year would have to

-9-
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be provided for diract loans. How likely is it that federal
support for the progra® will be maintained at this level? over a
ten-year period $120 to $150 billion would be cutstanding, with

default losses of over $10 billion projected.

CBA believes a crigsis could be precipitated if, in an era of
saevere budget deficits, this Subcommittee and the education
community were faced with defending a student aid budget which,
including the amount of funding provided for direct loans and an
expanded Pell Grant program, amounted to $20 to $30 billion
annually. The availability of private capital avoids this

Problenm.

Several other issues raised by direct lending include:
=-=-Loss of tax revenues currently generated by private
lenders and sallie Mae for the federal government and state and

local governments.
--Increased exposure to litigation fer institutions from

disgruntled students resulting from the origination relatienship

inherent in the direct loan program.

-10=
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In closing, I would like to reiterate ny belisf that the

structure of the Guaranteed Studant Loan program is essentially
sound. Lenders appresciate the opportunity to participate in the
program and hope Congress will continue to provide us with this

opportunity.

The Stafford Loan program has operated successfully for over
25 years. Lenders endorse the notion that changas are neaded to
better serve program benaficiaries. We stand ready to work with
you tovard this common goal of improved access to loan capital

for all eligible borrovaers.

CBA has recommended eight major reauthorization proposals,
several of which are directed at simplifying the administration
of the Stafford Loan program by mandating standardizatisn and
negotiated rulemaking. A copy of these recommendations h:s

praviously been inserted into this Subcommittee's hearing record.

In moving into to the nid~-1990's, CBA is hopeful the
successful public/private partnership, which is the hallmark of

the Stafford Loan program, will continue.

-11-
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Thank you for the opportunity to testify before you today.
I will be happy to respond to any questions that you or other

members of the coamittee may have.

(103A705)
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CBA REAUTHORIZATION PROPOSALS

The Consumer Bankers Assoclation (CBA) believaes that tha
reauthorization of the Higher RBducation Act should focus on the
important social objectives of the program. In the last ssveral
Years, rising education costs and inadegquate growth in Pell Grant
funding have led to increasing numbers of low-incoma students
ralying on student loans rather than grants to attend school. A
failure to correct this trend will rasult in the further ercsion
of sducational opportunity and lead directly to a decrease in
access for students with ths greatsst economic need. The rssult
will be a decline in America's ability to compete with other
nations. Therefors, CBA endorses the efforts of Senator Pell (D~
RI) and Representative Ford (D-MI) to increase grant assistance
through vital axpansion of the Pell Grant program.

The Guaranteed Student Loan programs represent a dramatically
successful public ~ private partnership designed to achieve a
valued social goal, In order to preserve and enhance that
partnership, cBA has identified eight 1legislative priorities for
the pending reauthorization of the Higher Education Act of 1965,
as anended:

»

e 50 A n £ -~ eyl DO A3 1) "w- S8 .,
modern data processing. CBA strongly endorses the elimination of
unnecessary paperwork in the Guaranteed Student Loan programs.
Record-keeping and loan administration practices in the studen
loan industry have fallen bshind standards generally applicable
to the consumer loan industry. Methods of record retention
including microfilm, microfiche, laser disc, computer disc, and
image optics should be utilized by the Department of Education to
eliminate the storage of paper record-keeping bayond th: loan
application and the promissory note. Regulations issuec by the
Departmant of Education should accomplish the following:

] simplify all aspects of the student loan process
including application, disbursement and origination;

(] improve communication between lenders and guarantors by
requiring the use of uniform reporting documents (this
would also enhance borrowaer understanding of their loan
obligation);

o simplify fulfillmant of institutional responsibilities
under this part by institutions of higher education:
and

o improve the administration and oversight of the program
by the U.S. Department of Education.
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2. simplification of borrower deferments. Under current law,
slevan ssparate defermant categories allow borrovers to defer
loan repaymant. Tha prolifesration of deferments has incrsased
the complexity of progran administration and has proven to be
confusing to borrowars. Congrassional intent in instituting
deferments was to recognize the legitimate need for financial
relief for borrowars in certain circumstances. CBA recomwends
the slimination of all deferment categoriss except the time
pariods during which a borrower is enrolled as a full-tipe
student: and documented instances of economic hardship, such as
unesployment or total disability. Lender use of forbearance
allows all other borrowar circumstances to be fairly and
appropriately considesred.

3. Due diligence procedures. Major lenders and sexvicers are
in agresement that the dus diligence regulations are too rigid and
result f{n a higher priority being placed on maintaining
compliance with the regulations than on loan collection. The
Department of Educaticon acknowledged the problams caused by the
regulated standards currently in effect and recommended revisions
to tha thirty-day "bucket® system in the NPRM for the 1986 Higher
Education Act Reauthorization in Novambar, 1990.

It is CBA's view that the collection practices of a lander
should be measured and taken into consideration when claims are
approved or denied for payment. By establishing a tolerance rate
for errors, lenders could concentrate on enhanced loan collectien
efforts rather than lock-step compliance with requirad lestters
and nhone contacts which may or may not contribute to a borrowers
rapayment of the dabt.

By imposing a percentage guideline for compliance, any
lender who maintains a pre-detsrmined performance rate standard
{for example, 95 percent) on Coppletion of mandatory due
diligence steps would be assured full payment of insurance,
interest and special allowance ¢ loans made. This compliance
would be monitored on a annual ° is during the mandatory audit
of a lander’'s portfolio. The au it would be paid for by the
lender, monitored by the Department of Education, and performed
by an independent third party auditor. Parameters of the audit,
as defined by the Department, would follow standard accounting
practices and would include a defined statistical sampling
technique upon which a lender’s performance would be measured.
The psrformance measurement derived from the audit would be used
L all guaranty agencies with vhom the lender has participation
agresments to determine how claims were to be paid. Lenders
vhose samples are found to be above the standard would be
ravieved for proper monetary and technical data. Failure to
maintain compliance at or above the defined standard would result
in a full review of each file for the given time period and the
assessment of prescribed penalties. without the threat of

R71
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inordinate penaltiaes for inconsequential atory viclations,
the lending community would attespt coll on innovations which
emphasize the true Spirit, rather than ths exact letter of the
law.

4. mmmwm
CBA balisvas that thes statute should require guaranty agencies to

operate on & sound actuarial basis. Furthermors, the statute
should define steps to be taken by the Sscretary of Education in
the avant of a guaranty aq-nc¥ solvency. In 1light of the recent
collapse of the Higher Education Assistance Foundation, interest
in these proposals has incrsased among the Congress and the
Administration. Thersfore, CBA reconmends that the Act should
raquire the Secretary cf Education to do the following:

1. Periodically re-svaluste the solvency of all guaranty
agencies.

2. Identify agencies which fall below specified federal
standards relating to reserve ratic and/or other indicators of
adninistrative and financial viability and require such agencies
to: (A) operate undar a guarantes management plan approved by
the Secratary, (B) if appropriate, overcome a short-term cash
flow problen through the receipt of additional Tepayable
advances, (C) mergs their operations with a strongar agency, or
(D) terminate their operations and assign responsibilities for
outstanding quarantess to the Secretary. After consultation with
lsnders, it would be the Secretary's prerogative to transfer such
guarantees to a solvent agency.

3. Require the Department to publish the results of an
annial survey of guaranty agencies to facilitate lender
evaluations of agancies.

S. neg
IV requlations. A racent GAO briefing raport varified that the
Department of Education rarely complies with the statutory
requirsmant that regulations be promulgated within 240 days of
legislative enactment. The ragulations necassitated by the
passage of the 1986 reauthorization of the Higher Bducation Act
are not yet finalized: the NPRN did not appear in the Federal
until November, 1990. Given ths significant liabilities
on lenders, secondary markets and guaranty agencies for
failure to properly adminieter the GSL program, the issuance of
clear and timely guidance about legislated program changes is
imperative

The complexity of the GSL program is such that the
Department of Education and the higher education community stand
to benefit from early and direct communication about these
mandated regulations. Early consultation c¢an serve to educate
the community and sensitize the Department to potantial probleas
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regarding implementation. For these reasons, CBA supports the
use of regional meetings and negotiated rulemaking procadures in
the devslopment of requlations to govern the implementation of
the reauthorization of the Highar Education Act, as was reguired,
with certain modifications, in .ecent resauthorizations of the
Elsmentary and Secondary Education Act and the Vocaticnal and
Adult Education Act. The uss of negotiated rulemaking te
promulgats regulations governing the implementation of Title IV
should in no way be ssen as a substitute for the useful and
ong~ing communication and issuance of Dear Colleagues which the
Department presently undertakes with the higher education
community,

6. Insurance to lenders. CBA believes that the requirement
that gquarantcrs offer 100 percent insurance to lenders as a
condition for insurance program agreements with the Secretary is
critical to maintaining open access to loans for all borrowers.
The program alrsady involves significant loss to lenders. Even
with a 100 percent guarantes, lenders face significant losses
becausa of strict due diligence panalties: and penalties
resulting from retroactive regulatory changes that affect pre-
existing loan agreements. Lender profitability has been reduced
{GAO/MRD 90-~130) and lendsr participation in the program has
diminished as a direct result of this increased financial risk.

In the past, lender risk sharing has been put forth as a
means of default reduction. There are praferable means of
achieving this legitimate goal. CBA has proposed,; for example,
that lenders be given additionsl flexibility in fashioning
collections procedures. It should also be notsd that Congress
has enacted numerous bills and amendments aimed at reducing GSL
dafaults. Remaining default reduction options such as stricter
school cutoff rates or co-signer requirements will only serve to
reduce access to loans for those potential borrowers most in need
of financial assistance in order to pursue higher education.

7. Special Allowance. The special allowance paid to lender
participants in the GSL programs is calculated by adding 3.25
percent to the Si~day treasury bill rate. The 198% CBA Student
Lending Survey found that the raturn earned by lendars in the GSL
program was typically less than that earned on other consumer
loan products. As the cost of funds and operational costs
associated with the student loan business continue to increase,
financial managers at lending institutions will revaluate their
level of participation in the program. In order to maintain open
access to loans for all eligible borrowers, the current special
allowance calculation should be preserved. Additionally, if
Congress determines that high-risk borrowers should continue to
have access to GSLs. enactment of & higher special allowance to
increase the return to lenders or loans made to such student
borrowers should be considered.
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8. -

. Students determined to be ineligible
te borrow under congressional methodology remain siigible for
unsubsidized Guaranteed Student loans. Because thess lcans are
unsubsidized and offered at 8 percent, they ars nade by very few
lenders. The Supplemental Loans for Students program (SIS) makes
unsubsidized, guarantesd loans available to independent students
and, in special circumstancas, depandent borrowsrs, but many
middle income students who need financial aid resain unserved.

CBA endorses a proposal put forth by NCHELP to expand loan
access to guaranteed but unsubsidized loans to all eligible
students. Under the NCHELP plan, only thoss students showing
financial need would continue to be entitled to in-school
interest benefits through gubsidized Stafford loans.

Unsubsidized loans would be available to those not qnalifying’far
full subsidized Stafford lcans. Interest on the unsubsidized
loans that accrues during in~school, grace, and deferment pariods
vould be paid either quarterly or capitalized, as agresd upon by
the lender and the borrowers. Borrowers would pay a 5 percent
reinsurance pramiup to offget the costs associated with defaults.
The NCHELF proposal does not contain a specific proposal for an
interest rate on unsubsidized loans. It is assumed that a rate
would be set to eliminate any special allowance in all but
extraordinary circumstances.

105/B/9
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Mr. ANprews. Thank you very much. The final member of the
panel is Ms. Patricia Smith who is Director of Legislative Analysis
for the American Council on Education in Washington, DC.

Ms. Smird, Thank you, Mr. Chairman. 1 would like to thank the
Chairman for giving me the last word on the panel.

I am here to represent the higher education associations that are
listed on the front of our testimony, and that is 13 asseciations, in-
cluding the American Council on ]gducation, with our proposals for
changes to be considered in the Federal loan programs during re-
authorization, with particular emphasis on direct Federal lending.

The Guaranteed Student Loan Programs and the Perkins pro-
gram have served institutions of higher education and students in
those institutions well during their history.

For many students, particularly those in the $30,000 to $60,000
range, income range, a Stafford loan is the only form of Federal
need-based aid which they receive.

We are also pleased to support the supplemental loans for stu-
dents and parent loans, and we have specific recommendations In
our testimony for improvements, particularly in the parent loan
program, because we would like to encourage the parents to do as
much borrowing as possible to try to minimize student borrowing.

We have already recommended before the committee a dramatic
increase in the Pell grant maximum award and reform of the Pell
grant formula for computing awards to reduce the need for low
income students to borrow, but unless funding for grants can be in-
creased severalfold, we are quite aware that both low and middle
income students will continue to need access to loan capital in the
coming years.

As my late friend, Fred Fisher from the Office of Management
and Budget, taught me, loans are cheaper than grants any way you
look at it.

We are in addition pleased that some of the recent studies from
the Department of Educaticn indicate that college graduates are
being successful in repaying their loans. The average student who
graduates from college seems to be able to repa their guaranteed
student loans and other loans without excessive burden.

But we are quite aware that there are problem groups of stu-
dents in the loan programs, and the severity of the loan burden for
some of these groups can be substantial, including the high risk
students who do not finish their college program, who cannot repay
loans on a regular, amortized basis, and end up in default in the
guaranteed student loan program.

In addition, there is substantial evidence, anecdotal evidence at
least, that many students are increasingly reluctant to undertake
certain academic programs and careers such as teaching and public
service which do not guarantee high incomes.

For these reasons in addition to our proposals in our legislative

ckage, to continue the Federal loan programs and increase the
oan limits in these programs, we have several recommendations to
try to make :%payment more manageable for all students and to
assure that Federal loan programs are not punitive to at-risk bor-
rowers who are willing to repay but are not able to repay on stand-
ard schedules.
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One of those recommendations is for a flexible repayment pro-
gram that would be a modification to the current Federal programs
to provide income contingency on an exception basis which we be-
lieve would be more manageable than a loan program in which all
borrowers repaid on an income contingent basis, and we have spe-
cific details in our package for how such a program would work.

Since we are asking for substantial increases in loan limits, and
since we are asking for special programs such as flexible repay-
ment, which is relatively—which would require some modification
of existing programs and relationships between the various players,
in addition we are making this pro 1 that has been alluded to
by others of my colleagues at the table for a direct Federal lending
program which would be an option to the Stafford program with
possible terms and conditions.

We do believe there is a chance and some evidence that indicates
that student subsidies would be less costly under a direct Federal
lending program than in a program subsidized using bank loans,
and we think that flexible repayment would be substantially sim-
pler under such a program.

As Mr. Butts has documented, and as Mr. Petri alluded to earli-
er, one of the things that has made all this discussion possible is
the passage of the Budget Enforcement Act which has equalized
the playing field on the differences with Federal treats direct loans
and guaranteed loans. In the past there was a bias in favor of guar-
anteed because there costs were deferred, and the previous treat-
ment distorted cost comparisons, as CBO has pointed out, between
Federal credit and non-credit programs.

For example, the cash basis cost of a direct loan in a fiscal year
was e;;ual to the cash basis cost of a grant, whereas .he long term
cost of a direct loan can be much less than that of a grant because
of the loan repayments, and credit reform has provided the level
phwing field.

e recommend that this option for direct Federal lending for
need based loans be added under the mandatory spending limit in
the budget to assure that adequate capital is available, as Mr.
Butts suggested, as an entitlement to studeuts and that direct Fed-
eral loans do not compete with grant funding under the discretion-
ary spending cap.

e think the Federal Government should provide funds under
this program to institutions to elect to participate. For related ad-
ministrative burdens such as loan origination institutions should
recre:‘me compensation from the Federal Government for costs in-
cu .

We have suggested as a place holder in our document twenty dol-
lars per loan. We emphasize that this proposal is not for institu-
tio lending; that this is a proposal for direct Federal lending
with the institution simply acting as the agent of the Federal Gov-
ernment in originating the loans, and that the Federal Govern-
ment would provide collection services through contracts or agree-
ments so institutions would not have to service the loans that were

originated.
l.gme institutions might not elect to participate in the direct Fed-

eral lending program, but we think the department should encour-
age start-up participation and take steps to insure that those which
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participate in the start-up comprise a cross section of the universe
of institutions in order to develop & broadly based program.

After the program has been operational for several years, we be-
lieve the information generated should be sufficient to expand the
program and better delineate the future roles of State guarantee
agencies and secondary markets.

In conclusion, we believe that the costs of this program could be
substantially less than the current program and that it is worth
the option to explore to see if that billion to a billion and a half
savings could materialize.

I:h there are further questions later, we would be glad to respond
to them.

[The prepared statement of Patricia Smith follows:]
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Mr. Chairman and Members of the Subconimittee:

1 appreciate the opportunity to testify today on behalf of the
undersigned associations on changes to be considered in federal loan
programs during the reauthorization of the Higher Education Act, with
particular emphasis on direct federal lending-

The Guaranteed Student Loan (GSL) programs and the Perkins loan
program have served students enrolled in higher education programs well
over the years. For many students, particularly those in the $30-60,000
income range, a Stafford loan is the only form of federal aid which they
receive. For lower income students, a Stafford or Perkins loan has been a
necessary adjunct to a Pell grant if a student wants to attend a residential
public institution, or attend 2 higher-priced independent Institution.

Gradually, the Supplemental Loans for Students (SLS) and parent loan
(PLUS) programs have grown in importance. Supplemental Loans have been
used increasingly to supplement Stafford loans or assist students not eligible
for Stafford loans, particularly in financing graduate education. We
particularly support the PLUS program, which provides assistance to parents
and thereby minimizes student debt.

We have already recommended a dramatic increase in the Pell Grant
maximum award, and reform of the Pell formula for computing awards, to
reduce the need for low-income students to borrow, but unless funding for
grants can be increased several fold, both low- and middle-income students
will continue to need access to Joan capital in the coming years; it is
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important that federal programs provide sufficiently flexible repayment terms

that students are not excessively burdened with repayment.

Some of the recent analyses by the Department of Education and other
groups on the borrowing and repayment experience of college graduates are
encouraging. Students, parents, and institutions are working together to
minimize students’ debt, and it appears that the average student is not
borrowing up to the Stafford loan limits. Further, average college graduates
find a good job and repay at substantially less than 10 percent of their income
once they complete their education program. But problem students fall into
several categories, and the severity of loan burden for these groups can be
substantial.

The Student Loan Marketing Assocation’s recent testimony is useful in
describing some of the groups of students who are not well-served by the
existing programs, such as non-traditional students, and we plan to explore
with them proposals for modifications to address these problems.

Further, in the absence of sufficient grant funds, some high-risk
students must borrow, sometimes substantially, in order to finance equal
educational opportunity. Unfortunately, many of these students do not
complete their academic program and cannot repay their loans on regular
amortization schedules because they may not have remained in college long
enough to improve their standing in the job market, and have trouble
finding a job with sufficient income. Similarly, many at-risk students are
apparently intimidated by borrowing, and are reluctant to attempt
baccalaureate programs, electing short-term vocational programs, in which

253




274

they incur often incur less cumulative debt than would be involved in a
longer-term program, but which allow them limited flexibility in other
employment if they are unable to find work in that field.

Even among students from higher-incorie families, there is substantial
anecdotal evidence that many students are reluctant to undertake academic
programs and careers, such as teaching and other public service, which do not
guarantee high incomes because of fear of not being able to repay loans
without extreme hardship.

The worst aspect of the student loan default problem may be that
students who attempt college by finandng their expenses with loans but do
not succeed and default on their loans are worse off after their attempt than
they were before. They owe the federal government the money and are
pursued by collection agendes, their credit is ruined, and their educational
experience is officially categorized as failure because of the financial
implications of not being able to repay. They are eliminated from Title IV
eligibility and cannot resume academic preparation that may help reduce
their loan liability.

For all these reasons, in addition to our proposals to continue the
fedenllnnpmgnmlmdinmselomnmits,wehaveseveml
recommendations to make repayment more manageable for all students and
to assure that federal loan programs are non-punitive to at-risk bormowers
who are willing to repay but are not able to repay on standard schedules.

251



215

Following are our specific proposals for modifying the Guaranteed
Student Loan Programs:

(1) We propose that lenders be requ ] agduated
repayment schedules, which are now available only at lender option.

(2) We concur with the proposal of the Consumer Bankers Assocation
and others that deferments be i i

hardship deferment.

(3) We do not believe, however, that even these improvements will

solve the problems of the student who has longer term employment

problems, and therefore propose a flexible repayment option.

This flexible repayment proposal would provide income-contingency
on an exception basis, which we believe would be more manageable than a
loan program in which all borrowers repaid on an income-contingent basis.
Under this proposal, the borrower in repayment whose debt exceeds his
annual income, or whose debt service exceeds 10% of income, could potition
the state guaranty agency for an income-contingent repayment schedule. At
this point, the state agency would purchase the loan from the lender with
federal funds and the student would repay the loan to the state agency, which
would reimburse the federal government. One further option for
consideration would be, if the loan were not totally paid at the end of 20 or 25
years, to forgive the remainder. The small subsidy involved could be
financed either by the federal government or by a small student fee paid by all
students.
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{4) We recommend the elimination of the Income Contingent Loan
(ICL) program, which we believe is unfair to students who have high debt
and low incomes after leaving school, because it imposes excessive interest

payments.

(5 We recommend that the student interest rate in the Stafford

MAMMMM If T-bill interest exceeded 12%, then
the federal government would pay lenders a special allowance.

appropriate credit restrictions, to reduce the need for students to borrow.

(7) We recommend that loan limits in the GSL programs be increased

8. Specifically, we
mmnmendthatﬂnﬁnﬁuforhoth%rdmd?eﬂdmbesetnmw
freshmen, $5000 for sophomores, juniors, and seniors, $10,000 for graduate
and professional students. The undergraduate limits are similar to those
recommended by the Administration. Aggregate limits would be increased in
both programs to $23,000 for undergraduates and $73,500 for the total
undergraduate/graduate limit. The SLS limits would be $4000 for freshmen,
$6000 for sophomores, juniars, and seniors, $10,000 for graduate students, and
the aggregate limit would be $78,000
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We have included legislative language to implement these proposals
in the package which we submitted to the subcommittee on April 8. We are
aware, however, that they would increase the cost of the GSL programs,
particularly the Stafford program, and that a method of financing these
increased benefits must be identified under the mandatory spending cap with

its "paygo” provision.

since the federal government would own the loan paper fromn the time of

origination.

Prior to passage of the Budget Enforcement Act (BEA) last year, the
differences in the federal budgetary treatment between direct loans and
guaranteed loans created "a bias in favor in guarantees because their costs
{were] deferred...It also [distorted] cost comparisons between federal credit and
noncredit programs. For example, the cash-basis cost of a direct loan in a
fiscal year (was] equal to the cash-basis cost of a grant. The long-term cost of a
direct loan, however, may be much less than a grant because of loan
repayments.” (Congressional Budget Office, 1989) Credit reform, which
passed as part of the Budget Enforcement Act, created a level playing field
between direct federal lending and guaranteed loan programs. For both kinds
of programs, the federal budget now tracks the estimated present value of the
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subsidy of the cohort of loans made each year; it does not score the face value

of Joans made under a direct federal program.

At the same time we propose direct federal lending for need-based
student loans, we support continuation of federally-guaranteed loans made by
banks for parents and students. We recommend that the optiop fr - direct
federal lending for need-based loans be added under the mandatory spending
limut to assure that adequate capital is available as an entitlement to students
and that direct federal loans do not compete with grant funding under the
discretionary cap. The amount of capital available each year should be
determined only by student eligiblity, and should not be subject to an arbitrary
fixed limit.

We propose that institutions with sufficient administrative capability
be offered the opton of participating in direct federal lending as a substitute
for Stafford loans made by banks. The federal government should provide
funds for loans to instirutions which elect to participate. For related |
administrative burden such as loan origination, institutions should receive
compensation from the federal government for costs incurred. The federal
governiaent should provide collection services through contracts or
agreements so that institutions do not have to service loans originated. Many
h\sﬁmﬁommydectnotmpuﬁdpatemdirectfedenllendins.buuhe
Depanmmtdmddmcowsuwupparﬂdpnﬂonmdukempomhum
t!mﬂmwmchpuddpnetnthemrbupmpﬂutmsecﬁmofthe
mmdmm,mm»mpaw&ywm After
the program has been operational for several years, the information
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generated should be sufficient to expand the program, and better delineaie the

future roles of state guarantee agencies and secondary markets.

We believe that direct federal lending can provide substantial savings;
previous analyses of the federal costs associated with the Stafford and Perkins
programs indicate that the present value of the subsidy in those two programs
is relatively close, even with the lower Perkins interest rate. If a direct federal
program charged borrowers a rate comparable to the Stafford rate, we believe
that it could achieve savings due to the federal government's relatively low
cost of funds and reduced federal cost during the in-school period. The

-urrent special allowance payments to banks, in concert with student intepest,
1s structured as an inducement for banks to make capital available, as well as
covering the cost of operations and profit margin, and could be eliminated.

To achieve further savings, we support several recommendations
proposed by the Administration, including their collections enhancement
provisions, reduction in Stafford maximums for one-year programs, and the
<limination of programs of less than 6 months or 600 clock-hours.

Finally, we emphasize that that our loan proposals should be

augmented by progressive savings plans that encourage students and their
families to save for college, to reduce dependence on debt and improve the

nation's savings rate.
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Chairman Forp. Thank you very much. As I look at your flexible
payment proposal, you would make the determination after you
were in a position where you are going into repayment as to
whether or not a person was eligible for consideration for flexible
repayment.

. SmrtH. That is correct.

Chairman Forp. As I look at it, if the debt exceeds the person’s
annual income at that point, or the debt service exceeds 10 percent
of income at that point, they would be eligible to apply.

Ms. SmrTH. Right; that is correct.

Chairman Forp. How is that different than the present ability to
bundle your loans together and negotiate a repayment schedule up
to 20 years; loan consolidation, we call it?

Ms. SmrtH. Under loan consolidation there is no sensitivity to
what the person’s income is so even though, if they are—though
their repayment schedule would be extended, say, to 20 years if
that amount of the monthly payments exceeds 10 percent of their
income, that would still be what they would owe, and in our pro-
posal we would specify that the person did not have to repay more
than 10 percent of their income.

The Secretary would be charged with developing repayment
schedules so that the person did not have to repay more than 10
percent of income,

Chairman Forp. But that 10 percent would continue to slide as
income went up?

Ms. SamutH. Yes, and the person would have to submit income tax
forms to justify that.

Chairman Forp. And if a person was, for example, a medical
resident at the time that they exercised this option, and later
jumped into the normal country club earnings of doctors, at that
point their income would considerably exceed the annual cost of
their loans under the original repayment and considerably exceed
10 percent of the servicing fee. Would they then click back into re-
payment?

Ms. Smrth. That is our proposal; yes, sir.

Chairman Forp. They would no longer be income-contingent
even if their income went above those?

Ms. SmrtH. That is correct.

Chairman Forp. So the same factor that took you in would take
you back out?

Ms. SmrTH. Tuat is right.

Chairman Forp. That makes more sense to me than what I
thought I read.

Mr. Butts, the direct student loan proposal that was floated some
time ago, according to the newspapers, by people in the depart-
ment, it looks like no one wants to admit they are the father. We
can't find anybody who will accept responsibility for this idea, but
a lot of us got kind of excited about it, and I have discussed it with
you before, and you point out here that there are 12 education or-
ganizations that submitted a form of direct loan program to us by
the April 8 filing that we had asked for, and that your testimony
was intended to update that.
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1 suppose if no one in the administration wants to step forward
and assume any responsibility, it is going to be very hard to get
their cooperation in forming such a program.

How do you react to the proposal that ACE brings us this morn-
ing to have a supplemental trial program running on a parallel
track with the regular Stafford program with private lenders?

Mr. Burrs. The land grant universities have endorsed the direct
loan pro that was submitted by the American Council on Edu-
cation. Our interest is to take that idea as far as it reasonably
could go and see if it might possibly be used as a substitute for the
Stafford Loan Program.

As this process goes forward and people learn more, and we see
the pros and cons, we will see which direction ultimately is in the
interest of the Congress. The bill language that was in the ACE
proposal would essentially drive the proposal that we have been
discussing.

You could do it for a few schools. You could replace Stafford with
it. The essential language has been submitted to you. What I have
described basically flushes out that idea.

Chairman Forp. How do gou protect against a parallel program
creaming the clientele out there and giving us a set of com ns
that don’t mean anything? How would you guarantee if it was
truly a test of the program if you let only the bigger, stronger
schools with the lowest default rates participate in it, or if they
were the only ones attracted to it?

Mr. Burts. If that couldn't be worked out, that might axégue for
actually substituting direct lending for the need based Stafford
Loan Program.

Some have said, “Why are we interested in doing away with a
program that is 25 years old?” Well, there is another program that
18 33 years old called the Perkins Loan Program that has been
tested and has worked well and has delivered money essentiaH{ to
needy students, and what we have had over the course of the last
10 years, 15 years, is a switch of the guaranteed student loan pro-
gram from being a middle income program to being a program tar-
geted on students with financial need.

In our iroposal you will see that we are trying to refocus the ex-
isting GSL program by calling for an expansion of the parent loan
program and increasing the limits in that program to cost of educa-
tion minus other financial aid.

Now, that would do two things. One, it would help, obvioucagy.
middle income families, but it would reaffirm the role of the GSL
pro?ram as a program between the lending community and essen-
tially middle income families, and it would do one other thing that
we weren't able to do in the earlier days with respect to the GSL

program when it was a middle income tﬂ .

At that time if a student borrowed the g;l amount, in effect the
student was borrowing the parent contribution, and by expanding
the parent loan p » You can keep the parent responsibility
where it belonﬁan keep the repayments on the parents where it
appropriately belongs in terms of the relationship between who
should be payiﬁg for higher education.

Ms. Smrre. Mr. Chairman, may I add a point, reinforce a point,
that we made in our testimony, that we are sensitive to the point
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that you raised that we do not only have elite institutions in this
first group, if the option were legislated and that we, therefore,
precisely do believe that the Secretary of Education should be ac-
tively encouraged and directed to try to make sure that it is a
cross-section of institutions.

From our own conversations we think that you could get a cross
section of institutions to participate in the options so that you
didn’t just have the elite institutions with the larger administra-
tive capacity. :

Chairman Forp. Well, I don’t want to suggest that the Education
Department makes a habit of turning things out before they are
fully baked, but I have a strong suspicion that as everybody is run-
ning away from this idea now, the excuses they are throwing up
have to do with the fact that people didn’t really think this thing
through very carefully.

We had an exchange in front of the committee a week or so ago
with a number of people down there who were sort of interested
and then questions were asked by members over here about how
much would we actually save; the original hoopla that went with
this announcement was over a billion dollars a year. As recently as
the last couple of days 1 have read that people are still saying a
billion to two billion dollars a year could be saved, and they are
looking at the special allowance, in school and after school, that is
paid to the bankers.

If you only look at that, it looks like there is a lot of money to be
realized, but if you then try to figure out what it would cost to ad-
minister such a program, it gets to be a different picture, and the
people who were asked about this before had no real idea about
how you would go about studying this phenomenon to determine
what it would cost to run it.

Does anybody at the table have any idea about that?

Mr. Butrs. Mr. Chairman, I think the response that you get to
your request to the department for its background materials, direct
lending, should answer the questions of how much it would cost for
administration and the overall savings. They have had some of
their best people, I believe, working on this proposal over the
course of a long period of time, and it strikes me that that informa-
tion l\w'ould, when available, would help this discussion very signifi-
cantly.

It may well be that there are other reasons to not move ahead,
but I think that that analytical work would be helpful for the com-
mittee to have.

Chairman Forp. Well, since you mentioned it, without objection I
would like to place in the record at this point my letter of April 25
to the Secretary asking about their testimony on the Senate side in
which they said they are still considering alternatives that would
replace some or all of the GSL programs. We asked them for the
background on how they developed the program to see if we could
learn anything from it.

[The information follows:]
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SUBCOMMITTEE ON POSTSECONDARY EDUCATION

April 25, 1991

The Honorable Lamar Alexander

Sacratary

U.8. Department of Education
400 Maryland Avame, S.W.
Washington, D.C. 20202

Dear Mr. Secratary:

As you know, the Subcommittea on Postsscondary Education is
undertaking a oomplats review of ths studsnt aid prograns as part
of the reauthorization of the Higher Education Act.

Our committes is woving ahesd with an active hearing schedule
vhich ve hope to complete by the and of July. ILegisiation will
be adopted this fall.

I vas intarsstad by your testimony before ths Sanate Labor
and Buman Resocurces Subcommittee on tha Arts, Humanities and
Education on April 11, 1991, in which you stated that yeu are
*still considaring slternatives that would raplace some or all

GSL programs.*®

I assume this means that a direct loan as an
altarnative to the stafford Loan Frogram is still undar
consideration. This is an idea that has alsq stimulated
substantial interest among msmbers of the Subcommittes. In
addition, ssvaral organizations from vhom the Subcommittee has
solicitad recommendations have recommendad variations on the
direct loan concapt. Therefors, I expect this idsa to be
sariously considered during the reauthoriszation.

I am sure that a significant amcunt of high quality analytic
vork has besn done by the Department on direct loan options and
proposals. In order that the Subcommittes’s delibsrations on
this mattar may be informed by the best available information, I
would appreciats {t if you could share with the Subcommittes any
background analyses, budget eatimatas, proposals and options and
other relevant materials that have been produced by the
Department on direct loans.
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April 25, 1991
Page Two

If you have any questions about this request pleass contact
me dirsctly or Thomas Wolanin, staff Director of the
Subcommitrtee.

Thank you in advancs for your assistance.

with kind regards,

Sincerely,

WILLIAM D. FORD
Chairman
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Chairman Forp. Now, without prejudging the wisdom or lack
thereof of such a proposal, I think it wnuld be on our part a form of
negligence if we didn’t at least consider it, and see what we can
learn about that as an alternative. I was here when we passed the
guaranteed student loan program, and I said at the very beginning
of my service on this subcommittee this time that even the things
that were written by Bill Ford were not sacred in the Higher Edu-
cation Act, and nothing was sacred, if we could do something better
looking at the future and also lvoking at the past to learn from
mistakes.

I don’t think this committee wants to go through the reauthor-
ization without giving a fair and thorough examination of a direct
loan alternative, but we don’t have before us anything upon which
we can make that kind of a determination. We haven’t yet had an
idea—even, apparently, the people who would rather not have a
direct loan program feel no threat in the fact that we are even
looking at it because nobody has suggested a study.

Usually the way you get rid of something that you don’t want is
to require a study, and I have been waiting for somebody to suggest
a study, and the fact that we don’t have a study suggested means
that they think that guaranteed student loans are going to be
they always were. Nothing is going to change. :

I know there are people here who will appreciate it when I say to
them, “Don’t count on it. Don’t count on it.” We have to have some
explanation when we finish this process for why, if we do nothing,
we did nothing, to examine the potential of a program that could
realize an extra billion or two billion dollars a year in student pur-
chasing power rather than profits for lenders.

I don’t intend that when we finish we will say that we had some
suggestions and we brushed them off, but at the same time I don’t
intend to support some new idea just because it is new and dramat-
ic that is going to get us back into the soup with nobody willing to
make those loans out there after we get through muddling around.
We can’t muddle around in a way that destroys further the confi-
dence in the program.

I thank you on the panel, and you particularly, Mr. Butts, for the
direct way in which you approached this in your testimony today.

Mr. Coleman?

Mr. CoLEMAN. Mr. Belew, we have heard a number of comments
through out the years concerning institutions we have gone after
for excessive default rates and we have tried to make certain insti-
tutions that have not provided their students with sufficient oppor-
tunities ineligible for support. Their students leave and don’t come
back to pay their loans. There are high default rate institutions,
and we find that there are some lenders who might fall into that
category as well. They seem to have lending recipients with a
higher default rate as well.

Do you have any concern about looking at the lender as another
player in this activity? And are there links to some institutions
with higher default rates like schools have higher default rates?
And what steps might we consider, if any, to correct the lender in
this process? Would you have any comment on that?
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Mr. Bergw. I have a couple of reactions to that. First of all, no,
we wouldn’t have any concern about that. 1 think lenders are
under increasing scrutiny and probably should be in general.

Lenders have also been, at least through our activities—I hope
we have been helpful in trying to work on default reduction proce-
dures over the last—any number of acts that have been passed.

It seems to me that part of the problem there is that you are
going to find different relationships between certain lenders and
certain schools, and we have all been trying to grapple with the
question of a proper accreditation or proper technique to evaluate,
really, how to deliver true, quality education to any eligible deserv-
ing borrower, consumer.

So 1 would look forward in the process to working more on the
accreditation side, perhaps. It is a very difficult cuestion, one that
we have all grappled with for a number of years, but I don’t believe
the lending community is shy about being examined, though, is the
short answer to your question.

Mr. CoLEMAN. Do you currently have, or don’t you have, the op-
portunity to pass up some loans in favor of others? In other words,
not just based on accreditation but experience at an institution?

Mr. BELEw. That is correct.

Mr. CoLEMAN. You do that now, and to a certain extent you
create a credit profile?

M;'. BeLEw. Are you speaking about a particular learning institu-
tion?

Mr. CoLEMAN. Yes.

Mr. BELEw. That is true.

Mr. CoLeMAN. And students who may be planning to attend your
institution and approaching it for a loan, may take that into con-
sideration as to whether or not there is a loan available for them.

Mr. BeLew. Well, we do that also partly at the suggestion of the
department and through the process.

Mr. CoLEmMAN. Now, as the Chairman mentioned, and I was plan-
ning to bring this up as well, this direct loan program and the
impact of savings that is being discussed, and as he indicated, it
might be a billion dollars. It might be more than a billion dollars
that could be saved by taking the banks and other so-called middle
men out of this current process.

On to the other side of the ledger: we don’t know how much to
add to the other side of the ledger. If we beef up all these people at
the department, we are goi~g to have to hire more people, et
cetera, et cetera. But assuming there is a billion plus currently in
the pipeline in the system we have created, how much of that bil-
lion do you think the banks share? A third? Two thirds?

Mr. Berew. I don’t know that we could make an estimate. You
know, when this first came up, and people started talking about a
billion dollars, I think anybody could understand why you would
get excited about that. That starts to sound like serious money. But
as you go in, and we have tried to make some, I hope, fairly objec-
tive comments in our testimony about some of the other add-back-
in factors: certainly, the administrative costs, perha;;‘s the losses on
the default side through less diligence or fewer checks and bal-
ances
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Mr. CoLEmMAN. Well, if you can’'t answer the question, 1 under-
stand, but what we hear up here is, that the Lanks are either
making a whole lot of money on this program, or the banks are
losing a whole lot of money on this program.

I want to know, of the billion dollars that could be saved initial-
ly, before it is applied to the other side, if—the banks will certainly
get a share of it? Then my next question is, does the CBA have any
sort of total bottom line figure to determine if this is or is not a
gzoﬁtable venture? If so, how much of a margin is there on the

ttom line, so that those people who talk about risk sharing, who
criticize the banks, who want to reduce the special allowance, and
all the comments 1 have heard from your association through the
years that have encouraged you to participate, is, in fact, necessary
and meaningful?

If you don't have those answers today, I would like to see them
because 1 think it would be helpful for us as we look at the various
pro .
Mr. BeuEw. To the extent that we can develop those, 1 will
submit those for the record, but maybe the best way to answer
your question, if I understand, is relatively how profitable and how
important is the student lending product to the banking industry?
Now, the banks who belong to the Consumer Bankers Association
don’t all participate in & large way in student loans. It hapfpens
that most of the biggest players in the market are members of our
association so we are a good clearinghouse for information.

No one has been able successfully to determine exactly—we
measure profitability in basis points, as you know; how many basis
points the industry standard is on student loans.

It is very much our impression that they are slightly under other
consumer retail banking products, automobile products, home
equity Joans, credit cards, what have you. That does not argue that
they are unattractive. They are attractive for any number of rea-
sons, but it is more of a marginal business, quite frankly, than a
number of the other mainstay preducts.
rechglr‘ CoLemaAN. Mr. Saleh—1 hope I pronounced your name cor-

y.

Mr. SaLgn. Saleh.

Mr. CoLeMAN. Saleh. Would you please explain some of these on-
erous regulations specifically? t might they be that you desire
to exempt Cornell, and other institutions with a low default rate?
What rate would you suggest shows a, quote, “strong GSL track
record?” Strong enough that you would exempt them from these
onerous regulations?

Mr. SaLen. Certainly. Several that come to mind immediately as
mentioned by other members of the panel, the need to do entrance
interviews. For example, when we have a default rate of less than
1 percent, we believe that we could construct our entrance inter-
views, as we have in the past, in a different way where we have
provided the students information in writing and in discussion as
we talk to students, but I think that that is one example where we
have to hold up the process for students and cause them to come
into our offices for entrance interviews. That really adds an admin-
istrative burden.
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The new regulation that is upon us starting in the fall where we
are required to hold checks for first year borrowers for up to 30
days is one that I think is going to be a significant problem. It cre-
ates an administrative problem—

Chairman Forp. Excuse me. Would the gentleman yield?

Mr. CoLEMAN. Sure.

Chairman Forp. Did you really mean to say that you are re-
quired to hold the check for 30 days?

Mr. SaLEl. We are not allowed to have the student sign a check,
a Stafford loan check, until they have been in attendance for 30
days so I didn’t state that exactly correctly, but our classes will
start on August 25.

Chairman Forp. The 30 days that we required was a 30-day
delag'ai: disbursement. All right? Now, the check isn't written by
the k in advance of the 30 days, is it?

Mr. SaLzn. | believe it will be.

: Chal? irman Forp. When does the interest start running on that
oan’

Mr. SALEH. At the time that the bank issues the chr k.

Chairman Forp. So we are paying interest on 30 days that the
student doesn’t have the money?

Mr. SALEH. Or the institution; 1 believe that is true, yes.

Chairman Forp. Now, how could the Department of Education
construe what we said in that interesting fashion? Excuse me.

Mr. SaLEH. Mr. Chairman, we have contacted lenders and asked
them specifically to not disburse or issue checks for first time bor-
rowers until the 30th day of classes to ease our administration. We
would get those checks in one lump, and we wouldn't have to hold
them and sort them through, and we have been told by lenders
that they can’t do that; they are going to issue all the checks at the
same time. So I believe the answer to your question is that they
will all be issued at the same time, and that interest will start ac-
cruing immediately.

Mr. CoLEMaN. Okay, that is one of your examples. Then you are
suggesting that we should do away with the 30-day delayed dis-
bursement for these low default institutions, and you would—

Mr. Saren. I would apply—you may apply different tests for dif-
ferent regulations. My impression of the need for that regulation is
that there are institutions that have students start and leave
within 30 days. At an institution like ours we have far less than 1

rcent of our students starting and leaving within 30 days so,
g?ankly, I don't see the point in what impact it would have on an
im like ours.

. CoLEMAN. Mr. Belew, perhaps you might comment on the
discovery we have just made concerning the interest charge for 2
check that everyone knows is going to be held for 30 days. Why
might there be interest running on that check?

Mr. BeLew. I regret I am not going to be able to. I am not famil-
iar with that procedure. I believe the disbursement dates are avail-
able to the schools, but I will have to do a follow-up on that.

Mr. CoLeMAN. Let me ask you, any other loans that you are fa-
miliar with as a banker, is there any other loan that is knowingly
held by a client or somebody?

Mr. BeLEw. No, sir.
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Mr. CoLEmAN. This is unique?

Mr. BeLew. Not to my knowledge.

Mr, CoLeMAN. As I recall, interest is a charge on the use of
money.

Mr. Berew. That principle applies—

Mr. COLEMAN. Is 1t being while it is being held for 30 days?
Who is using it?

Mr. BerEw. It seems to be in limbo. The standard practice
throughout banking is the date of crediting to an account, ususlly
the clock starts running, whether it is for interest being given to
the customer or the other way around.

Mr. CorLeMAN. Do you have to account for that on your books in
some regulatory fashion?

Mr. BerLew. Yes, sir.

Mr. CoLeMAN. Through a Federal examiner or somethmg’ , 80 you
ha\.;e to, in prudent business sense, start the clock ticking for inter-
est?

Mr. Berew. You do. You have tight accounting rules as well as
Federal regulations on consumer protection side as well. Short of
that, I wousdn’t want to wade into this any further because I think
you need a more legal o&inion on that.

Mr. CoLEMaN. Okay. Is 1 percent your cut-off for this exemption,
or 2 percent? Or d%{ou have a—

Mr. Sarkn. I would not advocate a 1 percent cut-off rate. I think
that would likely exclude too many institutions and, frankly, Mr.
Coleman, ] am not sure what that rate should be.

One of the difficulties is that we calculate default rates different-
ly for Stafford than we do for Perkins, but I would think that a
rate of under 3 or 4 grcent is going to begin giving you a very

look. That may the point where we start, and it may be
ower than that.

Mr. CoLeman. Mr. Butts, if we went to a direci loan system, or
even continue the present one, does it make sense to have multiple
disbursements instead of one delayed disbursement of a check?

Mr. Burrs. Well, the 30-day delay, I have to agree, is not a very
useful apglx:mch to controlling defaults at low default institutions.
Multiple disbursements like twice a year disbursements, absolutely,
that is a gond idea.

Mr. CoLEMAN. Something like four, maybe?

Mr. Burrs. It strikes me that again you need to look at the char-
acteristics of the institutions. We have had multiple disbursements
in the Perkins Loan Program from day one. You get a check at the
beginning of the semester. It is credited to the student’s account. If
there are any refunds to it, that can be accommodated handily at
the institution level.

Mr. CoLEMAN. You don't see a big problem with that?

Mr. Burrs. No. If you start talking about monthly disbursements,
you want to do it four times a year in the course of traditional 8
month calendar, then without some cause then ggu are getting into
sort of a micro-managing thing I would suggest be avoided.

Mr. CoLEMAN. Well, the purpose is to reduce the default rates.

Mr. Burrs. That is right. If you can show that it makes a signifi-
cant contribution there, but in principle, yes, of course we support
multiple disbursements.

Y
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Mr. SALEH. Mr. Coleman, if I may, I would agree with Mr. Butts
that the multiple disbursements when we went to two disburse-
ments really was a step in the right direction. It really helped.
There are students attending traditional institutions who attend in
the fall and don't come back in the spring, and I think that was a
very good step.

I would suggest that if we were going to go to disbursements
more frequently than that. it again would be performance based. If
it is an institution with a high default rate, then let’s talk about
multiple disbursements.

Mr. CoLEmAN. Perhaps under some sort of management plan
with the department?

Mr. SALEH. Yes.

Mr. CoLEMAN. Mr. Belew, do you have aﬂ serious problems with
the multiple disbursements idea we were talking about?

Mr. BeLEw. No, sir. We have worked with the committee and
with the department in trying to improve those. We have endorsed
various forms of multiple and delayed disbursements. We think the
concerns were legitimate, and those were appropriate measures to

e.

Mr. CoLEMAN. Thank you.

Chairman Forp. I can't pass it up. You had Mr. Coleman and ], I
think up in Philadelphia, where your association endorsed multiple
disbursements, and it was the kind of multiple disbursements that
your members were already making. We discovered during the last
reauthorization process 5 years ago that many banks were wntt;gg
more than one check for the proceeds of a maximum an
student loan. One was written at the beginning when the loan in-
strument was signed, and one was written further down the road.

The interest meter clicked at the Department of Education as
soon as the first one was written, and interest kept accumulating
in 5he banker's account even though no disbursement had been
made.

We reached out and said, ““There will be multiple disbursements,
but the interest clock won't start running until each of the multi-
ples is actually disbursed.”

At that time there was an estimate of several hundred million
dollars afloat out there in this program between the money that we
were paying in school interest on and the money that had been
paid out, and it was working very well to the benefit of the people.

Now I discover this morning we wrote one more provision intend-
ed to save money and take credit for cutting the cost of this pro-

gram without taking money away from kids, and gou guys are get-
ting a float again. Now it is only a 30-day float, but it i1s a pretty
good sized float.

I am going to have to figure out what 30 days of money sitting in
your vault or in your eomguter collecting interest from the Federal
Government while your check hasn’t been disbursed really means.
That is not what we had in mind. Nobody in this room who was
here when we did that believes it. We did it to cut the budget, to
meet the crazir‘ requirements that they gave us, and after we do it,
somebody at the Department of Education now lets you cut a check
at the day that the note is written, send it to Mr. Saleh, say, “Sit
on this check for 30 days.”
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You know, I wish I could pay my bills by sending a check and

, “Don’t cash this for 30 days.” It is the old joke about the

fellow that Tes the friend's coffin, and people are throwing

money in to help him in the hereafter, and he says, “I'll take some
change and write a check,” and throws it in there.

You know, I don't think that anybody did this deliberately, but
this is clearly not what we intended, and this has got to be cleaned
up right away. This is not only bad from the g:int of view that you
are talking about. I originally tried to get 60 days. What we started
out to do, these premiere institutions like the ones at the table
ought to remember, is respond to all the criticisms of the proprie-
tary schools and the short term educational programs. And you
know who was that complained to me when I said, “Sixty days?”
The same kind of people who are at this table.

“That will inconvenience our bursar. When school starts, the
bursar wants to know how much mom:iy we have got in our bank
account, and we can’t be waiting around for students for 30 days or
0 days to get their money. We want to be ready.” When you iget
your tail into that seat in the classroom, it has ggt to be paid for.

It was the premiere institutions who couldn’t be inconvenienced
by 30 days. I have never been very much impressed, including Mr.
Butts’ university which is in my area, with the argument of incon-
venience for that school.

But 1 am impressed with the fact that even when we impose the
inconvenience, it is not doing what we said. It may be saving us a
little on default, but the next question that comes to my mind, sup-
me the student isn’t there at the end of 30 days, and the meter

been running in the meantime.

How do we get our money back? Yes, the interest that has ac-
crued to the account of the lender. There is no checks exchanged
for interest, is there? That goes on a computer account and it is
like the loan origination fee. That simply goes into your account
and becomes a credit to you, and you tell the government you have
collected—you don’t send a check to the government for the origi-
nation fee.

Mr. BELew. May I drop back one step to the original question be-
cause I am not at all certain that that interest is being charged for
those 30 days.
knCha‘a?irman Forp. Do you suppose you could find out and let us

ow

Mr. BeLew. Yey, sir. I will do that haste because I don’t
want you to get upset about a problem that might not exist.

In point of fact, I believe there is a procedure by which the
schoof can notify the lender of the exact date the check is needed,
when it should be cut and counter-signed and so forth. But I would
like iti?ISEt a very clear answer to you for the record for this hear-
ing, if I may.

Chairman Forp. While you are looking at it, find out which in-
strument triggers the computer. Is it the cashing of the check or is
it the execution of the note?

Mr. BerLkw. [ will do so.

Chairman Forp. Now, the way you fellows used to do it, it was
on the execution of the note, and you disbursed some of the money
at the end of 2 months and some of the money after another 2
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months, and some of the money later but collected the interest
ggdring the whole period of time. We stopped that. We thought we
id.

Now, | want to know whether this new one works that way or
not.

Mr. BeLEw. I will find out.

Mr. CoLEMAN. Well, I would like to also, because apparently Cor-
nell has these checks sitting around there for 30 days. You knew;
you have seen that?

Mr. SaLel. I am speaking into the future. I am predicting what
will happen in this coming fall for that group of freshmen who
enter in the fall.

Mr. CoLeMAN. So we might be able to control this problem before
it goes too far.

Mr. SaLen. I think that is possible. My understanding is the reg-
ulations on this have not been written yet so it may very well be
possible.

Mr. CoLemMAN. We will start writing them tonight.

Chairman Forp. We will have a joint letter, you and I, to the
Secretary.

Mr. BeLew. Mr. Chairman, I would point out that with direct
loans as with the other student aid programs, when the institutions
draw the money down from the treasury, they can’t take it down
more than three days prior to actual disbursement and are prohib-
ited from earning a float on any money they draw from the treas-
ury.
Chairman Forp. Mr. Andrews?

Mr. ANpreEwS. Thank you, Mr. Chairman. I want to thank each
of the panelists for their very enlightening discussion, and [
wanted to ask Father Whalen a question.

I understand that there are three major ways that the Federal
Government assists or can assist students in loan programs. The
first way is to directly subsidize their loan with current dollars,
either by buying down the interest rate or paying the interest rate
for a period of time.

The second way is by credit enhancement. That is to lend the full
faith and credit of some public entity, presumably the Federal Gov-
ernment, to the loan transaction, which provides an incentive for
the lender to provide a lower rate of interest and a lower cost of
funds to the student.

And then the third way is to make a borrower or give a borrower
access to the Federal Government’s—what we might call discount-
ed rate of acquiring funds; the fact that the Federal Government,
because it borrows in such great bulk and has a relatively high
credit rating, is able to acquire funds at a lower cost.

It is my understanding that your proposal involves only the
second and third kinds of assisiance; that your ;l),r;s)osal would say
that entities like the one that you have organi would have a
limited guarantee, limited because it would have a deductible pro-
vision in it. The guarantee would not kick in until the 5 percent
ceiling occurred, and then, secondly, you would look for a way that
or%.lamzations such as yours could benefit from that third category
of help which would be the lower cost of acquiring funds.
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If we were to—first of all, I would like to know if that is an accu-
rate 8 of what mx said.

Reverend WHALEN. t is completely accurate.

Mr. ANDREwS. Okay. If we were to adopt your recommendations,
what kind of impact would that have on a student who borrows,
say, $5,000 from your program? Let’s say I am going to attend the
greatest university—one of the two greatest universities in Amer-
ica, Cornell University. I am going to borrow $5,000 to attend Cor-
nell Univemi?'.

What would these kind of credit enhancements do to my cost of
borrowing that $5,000?

Reverend WHALEN. It may reduce your cost of borrowing by
someplace between a point and a point and a half, a percent and a
percent and a half.

Mr. ANDREWS. On the rate of interest that I ﬁay?

Reverend WHALEN. On the rate of interest which you pag.

M‘x; ANnDREWS, Which presumably is somewhere, 10, 12, 13 per-
cent!

Reverend WHALEN. On cost of that interest. Currently, our rate
of interest is about nine and a quarter so it would reduce it to in
the neighborhood of 8 percent, and that would have a dramatic
impact on the repayment, on the repayment schedule, the monthly
pagnent schedule.

r. ANDREWS. Given the lower burden on the student when it
comes time to repay the loan.

Under your program do students and their families service those
loans on a current basis? Is there any deferral of interest or princi-
pal payment?

Reverend WHALEN. They can choose to defer principal, but they
have to begin to pay interest right away, and the reason for that is
that we have to pay interest on our source of money right away.

Oddly enough, however, almost 50 percent of our borrowers
choose to pay both principal and interest at the same time. They
choose not to defer principal.

Mr. ANpDREws. How many families are taking advantage of your
program right now?

Reverend WHALEN. Currently about 31,000.

Mr. ANprews. How many applicants have you had over the
course of your program

Reverend WHALEN. About 50,000, probably.

Mr. ANDREWS. And you screen the applicants on the basis of
creditworthiness?

Reverend WHALEN. Yes. We have 161 criteria that are looked at.

Mr. ANpREWS. That is more than you get when you run for Con-

Reverend WHALEN. For every application. These are all comput-
erized. There is no bank officer that looks at the loan application.
It is a one- application for the borrower, but the computer
looks at it in 161 different ways, and everyone is treated equally,
without any human intervention in this process whatsoever.

Mr. ANDREWS. 1 assume that if these reforms that you have pro-
posed today were adopted, that a greater percentage of those appli-
cants would become creditworthy because of the lower cost of the
credit. Could you give us any kind of estimate as to how many
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more people would have been helped out of that applicant pool if
these proposals were enacted?

Reverend WHALEN. One of our criteria is the debt to income
ratio.

Mr. ANprews. Right.

Reverend WHALEN. So that the repayment of this loan, if it had a
lower monthly repayment, would qualify, I would guess, 15 to 20
p}t:rcent of those that we now don’t make loans to would qualify for
them.

Mr. AnprEws. Thank you, Father. Mr. Belew, on page two of

our written statement, the very last word on page two, you begin

y saying, “Because Federal funds are less expensive to borrow
than private sector funds, this""—and you are referring to the con-
ceptual proposals for direct lending by the Federal Government—
“this appears as a significant Federal capital savings.”

What is your estimate of how much of a significant Federal cap-
ital savings would occur in terms of basis points?

Mr. BELEw. It would be a significant number. I don’t know the
number of basis points. You would have to do some quick math,
but I don’t think anyone is contesting that Federal funds borrow-
ing is going to be a cheaper source of funds.

We are simply looking at the other aspects of the program which
might be more costly under the direct lending proposal.

Mr. Anprews. Well, can you give us an estimate of how much
the Federal capital savings would be, just ballpark estimate?

Mr. BELEw. A hundred basis points.

Mr. ANprREws. Okay, and let's talk now about some of the in-
creased expenditures that you talk about in your testimony, and 1
do sympathize, as the Chairman pointed out, I sympathize with
your plight of having to analyze or critique a proposal that doesn’t
exist, and I hope that if the department is interested in this, they
give us something tangible to explore, all of us something tangible
to explore.

Some of the concerns that you raise, I guess they fall into two
categories. One is the sort of increased cost of administering the
program that gnes to direct lending, and the second category is
what you might call the opportunity cost, or the lost opportunity
cost, that if people get out of the guarantee or lending market and
there is a need to bring them back in later on, they either may not
go back in, or it may be so expensive to bring them back in that
You are going to cripple or undercut the program.

In the first categor{'ghe increased present cost, what is wrong
with this argument? The private sector efficiencies that presum-
ably exist today by the private banking administration of the pro-
gram could simply be replicated under this system if the depart-
ment contra out to the lowest responsible bidder the responsi-
bility of administering the funds and servicing the loans.

Therefore, all of the private sector efficiencies that purportedly
existt ?t;oday would be replicated. What is wrong with that argu-
ment?

Mr. BeLEw. Well, there are two levels of the efficiencies which
exist now. One is in the private sector lending, servicing communi-
ty, and then in the guaranty agencies, but let's look at the lenders.
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It is unclear to us how many of the lenders would want to
remain in as servicers. Now, it is conceivable you would find com-
panies who are doing servicing now who would simply want to con-
tract with the government.

I can’t answer that question because it is very much of an intan-
gible. It may be that there would be companies that wanted to
remain as players. It may be that many would want to take a walk.
Certainly from a lender ive there are any number of func-
tions that occur within the lending community, and to the extent
that the lenders decide to exit the pro?mm, ey have the invest-
ment of hardware, software, and people skills which are going to
have to be phased out. That would take a significant investment to
rebuild at a later time if that became necessary.

Mr. ANprews. Well, do the lenders make a profit, as a rule, on
the servicing activities?

Mr. BeLEw. It depends from company to company, again. There
is a certain amount of profit in the lending aspect, and then you
have companies which do nothing but servicing, so the servici
aspcct is usually on a fee base so under your scenario there coul
be a servicing company just contracted out for a fee, assumedly a
hi%her fee than currentl{ if they are asked to share the burden of
defaults, so there is another very difficult cost factor to estimate in
terms of a higher fee arrangement which would have to be built in
for a servicer if they were partially liable.

Mr. ANDREWS. Another point that I think I understand that you
make is the elimination of the tee agencies would shift the
entire risk of default to the Federal Government, eliminating the
situation we have now where a guarantee ncy improperly re-
ports or monitors 8 loan and therefore eats the loan, or therefore
must absorb that loss. How frequent is that? It seems to me that a
well m bank, lender, or guarantee agency simply has to
comply with the 30 day kinds of notice requirements, and if it does
so, it doesn’t absorb the cost of the loan?

Let me put it to you this way. Of the volume of dollars of default-
ed loans in the country, what percentage wound up getting ab-
sorbed by either the guarantee agency or the lender because they
have failed to comply with the requirements of the law?

Mr. BeLew. I believe I saw a figure of $400 million over the last 2
years so0 $200 million per annum.

Mr. ANDREWS. It may be less than 10 percent, the dollar volume,
since we had $2.5 billion, right?

Mr. BELEw. There may be a larger question, Congressman, and
that is how well default prevention might work if the tee
mechanism were removed because currently you have the lender
mechanisms and then the guarantee aﬁfgcy mechanisms in lock
step through the procedures, both of which try to go through the
collections and to partially cure default.

You might lose a large part of that if you assume it all is lodged
in the department under a direct pro , and you may not have
as efficient a collection mechanism and recoveries.

Mr. ANDREWS. Well, that presupposes that there isn’t an ade-

uate incentive for someone to e a profit by giving us that ef-
bei-ctive collection mechanism, and that is a question that is debata-

e.
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Let me jus. _lose with this point, and I think you make the point
fersuamvely, that we are testing an unknown versus a known, and

find it exceedingly attractive, intuitively attractive, that we can
go to the existing doilars in this program, and on the basis of a
spread of 80 to 120 basis point differential in the cost of acquiring
funds, either broaden the accessibility of this program to many
people who are not in it, or increase what we do for those who are
already in it, or do what we are doing now at a lower cost for those
who are in there. I mean, it provides a lot of very happy options for
us, and your point to that is, “Well, we don’t really know how this
would work in the real world because it hasn’t been tested in the
marketplace.”

I understand that. What is your proposal as to what we do,
though? I mean, what is the conclusion of that ent? When 1
read your testimony, you say a lot of unanswe questions, even
on a conceptual level. You are right; I agree. What is the “there-
fore?” Is it, “Therefore, we shouldn’t do this at all?”’ Or, *“There-
fore, we should experiment with it on a pilot basis?”” What should
we do when we are confronted with an intuitively attractive idea
like this?

Mr. BeLew. Well, I think the first thing, it is difficult to say
whether it is truly attractive until you find out if that is real
money, the 80 to 120 basis points. Well, it may not be. That is in
the cost of funding. There may be offsetting additional costs which
wipe out or ex that amount.

. ANDREwWS. How are we going to——
X Mr. BeLew. We don’t know that, and I wish I had the numbers
ere,

Mr. AnprEws. Well, how are we going to find that out?

Mr. Beiew. I think the OMB and the department will be work-
ing on that, as I understand, and we eagerly await those as well.

Mr. AnprewS. Hopefully, they get the data bank finished first,
and then do that. Okay.

Mr. BeLew. I really don’t mean to dodge the question, but it is
very difficult to say just how real that money is. In terms of what
we are suggesting, we have submitted on several occasiors our pro-
posed improvements in the Stafford program which we hope will be
taken into account through the reauthorization process.

Mr. Axprews. But those proposals really do not—I mean, they
assume the continued existence of the private lender guarantee
model and don’t give us an opportunity to try this one out. How
should we try this one out? Should we, or shouldn't we?

Mr. BeiEw. I think the first step, obviously, is to take a look at
those cost estimates to see whether you still intuitively believe that
it is attractive.

Mr. ANDREWS. Thank you, and I will close with this point, that I
guess there is two ways you can find that out. One is to commission
a study, which 1 Lhmﬂ is going to come back and say pretty much
what this dialogue has said today, is that there is one argument
that the market will react this way, and that there will be an in-
centive for people to get in and service these loans, and in fact the
public will get almost the full benefit of the interest rate differen-
tial because the administrative costs will be pretty much awash.
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There is another argument that will say, “No, the market will
react very differently, and the increased or the changed risk alloca-
tion and the inefficiencies in servicing will wipe out the interest
rate differential, and you are not going to save any money at all.”

I could write an econometric model that would probably prove
oue or the other.

It seems to me the other way to go about this is try it on some
kind of fair test basis where in the real market and the real world
we could find out if this happens, and I guess I would encourage
everyone here to advise us as to ways we might do that in a way
that is fair and rational.

Thank you very much.

Chairman Forp, Mr. Petri?

Mr. Perri. Thank you, Mr. Chairman. First of all, I just wanted
to thank each and ever{ one of the witnesses for your testimony
and tell you how much I appreciate the effort that you have made
to develop a direct loan program. It is something that has interest-
ed me for a long time, and I am looking forward as we move to the
writing of this legislation to working with you in trying to come up
with something that is feasible and that will help solve a number
of problems and fill some gaps that we have got.

verend Whalen, you said we ought to come up with a good
name for our program. I have a modest proposal, if we do have a
direct loan program. We might call it the Ford Program in honor
of a fellow who has spent more years on this subject and done
more, I think, than anyone else in the House, certainly during the
time I have served in the House of Representatives.

Some say we need to have a model program or see if it will work
in the real world. I am particularlg impressed that you haven't
waited for someone else to do that. You have, in fact, done a model
p without any government support or help, and helped
30,000 families and loaned several hundreds of millions of dollars
to them so we know that there is a need there, and we know it can
be done. The only real question is whether we can contribute in im-

roving access to a lot of middle income families who are falling
tween the cracks or if we will end up futzing things up which the
Federal Government sometimes does with the best of intentions.

I guess I do have a coug‘e of questions. One is of you, Mr. Butts,
particularly, and ma{be r. eh. That is whether there is any
interest at all in the higher education community in trying to solve
the default problem by having, or giving the option to an institu-
tion, of co-signing all or a portion of loans that its students get in
exc for streamlining the system; in other words, getting rid of
a lot of these requirements so far as screening and bureaucratic
delay and everything else, and giving that institution some of the
money. If an institution’s loan default rate is below a percent and a
half, say, the institution could keep the funds, and if it was over a
percent and a half the institution would have to pay all or a por-
tion of the defaults.

We do this sort of thing with federally insured, small business
loans and with other federally insured loans, so it is not a foreign
concept, and I just wonder if you think there is any interest in ex-
ploring something like that to simplify guaranteed student loans
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and to cut eway a lot of the paper work which is really not neces-

sary.

Mr. Burrs. There hasn’t been a lot of discussion, I don't believe,
in the higher education community of late on concepts of that sort.
There is a precedent with the Perkins Loan Program, of course,
where the institutions have a one-ninth match requirement which
puts them at risk to some extent in the default areas.

Certainly as you consider notions of this sort, you want to see
where it might truly help or whether it is simply another thing
that might add to the complexity of the process.

Clearly, the entire community wants to minimize defaults, and
whatever can be done reasonably in that area must be done. With
direct lending you do have much clearer lines of accountability
than I think you have at the moment with the more diffuse guar-
antee type system. You know where the money comes from, wheth-
er the institutions get it. It goes to the students; a clear track of
resgonsibility in terms of collection done under servicing contracts
with the department. When there is a problem, you know exactly
who to have at the table here.

That is not the case in the current situation. Though that type of
notion needs to be traded off against the idea of a one-ninth match
or other approaches as you describe.

Mr. SaLen. I am going to have a little difficulty answering the
question because your idea is one that at an institution like Cornell
we can think about, and at institutions represented by State uni-
versity ms, the legislature can think about that.

So if the question were directed at institutions, as the Chairman
{)ointed out, that have strong financial positions, then it is certain-
y something that we can think about, and we understand that
there is a risk to be taken here by some party. Truly our students
and our institutions benefit from these programs.

The concern I have is that there are a number of schools out
there in the proprietary sector and in the independent sector that
run much closer to the margin, and this would be a very difficult
issue for them.

I g;ess my answer is similar to Tom’s that we have precedent in
the Perkins Loan Program. Most institutions, I think, are very will-
ing—institutions like ours are very willing to put in our one-ninth
match and assume the responsibility. We do our own collections.
We don’t ask someone else to do them and have a good track
record with that, and we understand the liability when we make a
loan of our own moneys.

So I think there is good reason to consider what you are suggest-

ing.
niir. Perr1. Okay, then, just one general question of anyone who
would care to respond, although I think Reverend Whalen may be
the most likely candidate. I have introduced the IDEA version of a
direct loan program, and I would appreciate any advice or sugges-
tions or reactions or criticisms or improvements that you might
have with regrd to that. )

Reverend WHALEN. I don’t think I am in the position today, Mr.
Petri, to respond to that. I have an appointment, I think, set up
with your staff, however, to go over it with them. I think it is an
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intriguing idea. I think it has a great deal of merit to it, but to get
into the specifics, I really didn’t come pre to do that today.

Ms. Smrri. If I could comment, we have been in communica-
tion with Mr. Flader an&lflan to have him come down and discuss
the pro in more detail with the associations there in our build-
ing at One DuPont Circle.

e have certainly enjoyed the conversations in the Fm and re-
spect a great deal all the work he has done on really trying to
make income contingency something reasonable and not onerous.

Mr. SaLed. Mr. Petri, I guess the comment I was wanting to
make about the direct lending program when Mr. Andrews was
asking the question, too, deals with the idea of having a parallel
program or a pilot program in the early stages, and the good sense
that that may make for all of us.

It seems to me that if we were to select institutions and to run
the program on an optional basis in the early years, we could deal
with a number of the issues that are unanswered at this point.

One suggestion made was that there is a $20 per applicant or per
recipient administrative allowance to the institutions, and I may
risk the wrath of my colleag::es in saying that I am not sure that
that is really necessary. I think running a program in the early
years would allow us to judge that.

Institutions, frankly, have something to be gained in this pro-
gram. There is administrative gain. If you take a look at our insti-
tution, we handle 15,000 checks per year. There is a significant cost
in handling those checks, having students come in and sign them,
depositing them, accounting for them. A direct lending program
would allow the funds to move electronically to students’ accounts.
We would still have to have promissory notes signed, but the
checks would not have to be handled.

It would also deal with the issue of float that we talked about
earlier. We would, instead of having checks sit in cashiers’ offices
for sometimes weeks waiting for students to come in and sign
them, we would deposit them to the students’ accounts, immediate-
ly funds to the accounts, and thereby pay the tuition early on.

So the institution gains the float on the money where now the
lenders had the float on the money. So I think one of the things,
not wanting to use the word ‘“‘study” but I will, one of the things
that we would study is whether the institutions gain enough in re-
duced administrative charges from this kind o% program that it
warrants no administrative allowance for running the program,
and I think that could be done. That could be unde by run-

ning the p as an optional p in the early years.
I-?'iairman ORD. I want to thank the panel for a very interesting
discussion today.

I am not very optimistic that anything has been done with these
changes that we have made in the ensuing period of time. I am im-
ressed with the fact that there is a bit of fraud on our . We
Rave been given credit by the Congressional Budget Office year
after year for saving money, and then the Department of Educa-
tion hasn’t done anything to save the money so no money has been
saved but we have got the credit. It is a t system. It makes the
budget look good; it makes us look good, ut we are getting a letter
off to the Secretary to ask if we can't get up to date.
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The committee stands adjourned.

[Whereupon, at 12 noon, the subcommittee was adjourned subject
to the call of the Chair.]

[Additional material submitted for the record follows.}

StaTEMENT oF HoN. THOMAS C. SAWYER, A REPRESENTATIVE IN CONGRESS FROM THK
StatE oF ONI0

Thank you, Mr. Chairman, for making it possible for this subcommittee to contin-
ue to examine the Stafford Loan m

The Higher Education Act authorizes nearly $20 billion in student financial aid.

By far the largest part of that aid is in the form of Stafford loans, which account-
ed for $12.3 billion in the 19838-90 school year.

This Kcr:gmm also accounts for the largest amount of criticism in the Higher Edu-
cation

The Senate Permanent Subcommittee on Investigations recently issued & report
that described the Guaranteed Student Loan Program as “riddled with fraud, waste,
abuse and pervasive patterns of mismanagement.”

Everyone is worried by the high rate of defaults.

And many of us are concerned that working class and middle income families
lack access to these loans.

But the same program that has prompted so many concerns has also given mil-
lions of students access to higher education that they never would have received
without Stafford loans.

Does this program need radical changes or moderate reforms?

Should it be completely eliminated?

I look forward to hearing the alternatives that the witnesses will present to us.
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COoMMITTEE ON EDUCATION AND LABOR,
Washington, DC.

The subcommittee met, pursuant to call, at 9:46 a.m., Room 2175,
Rayburn House Office Building, Hon. William D. Ford [Chairman]
presiding.

Members present: Representatives Ford, Williams, Hayes, Lowey,
Sawyer, Andrews, Reed, Kildee, Murphy, Coleman, Klug, Goodling,
and Gunderson.

Staff present: Thomas Wolanin, staff director; Jack Jennings,
education counsel; Maureen Long, legislative associate: Gloria
Gray-Watson, administrative assistant; Rose DiNapoli, minority
professional staff member; and Jo-Marie St. Martin, mirority edu-
cation counsel.

Chairman Forp. This morning we convene the Subcommiittee on
Postsecondary Education for this the 25th of 46 hearings scheduled
on reauthorization.

Today’s hearing is our third in a series of three on the Stafford
Loan Program. About $4.2 billion in Federal funding generates
about $12 billion in Stafford loans for almost 4 million students
and their parents each year.

Today I am pleased that Representative Tim Penny from Minne-
sota is appearing before us to discuss his bill, H.R. 179, which
would restore a deferment on repayment of student loans for bor-
rowers in a postgraduate internship or residency program. Mr.
Penny is very familiar with the Federal student aid program,
having been a member of this subcommittee during the last reau-
thorization of this Act.

I am pleased to welcome Representative Clay Shaw from Florida,
who will testify regarding his bill, H.R. 709, which would provide
reduced rates of interest to Stafford borrowers who enter the teach-
ing profession.

Our second panel today focuses on the subject of government-
sponsored enterprises, referred to around here as GSEs. The Omni-
bus Reconciliation Act of 1990 required the Department of Treas-
ury and the Congressional Budget Office to submit to Congress a
report on government-sponsored enterprises. The 1990 Reconcilia-
tion also required each committee that had jurisdiction over a GSE
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to reg:rt legislation by September 15, 1991, to ensure the financial
soundness of the GSE within their jurisdiction.

The Higher Education Act is the authorizing statute for one such
GSE, the Student Loan Marketing Association. Today we will have
before us representatives from the Department of the Treasury, the
Congressional Budget Office, the General Accounting Office, which
also did a study on GSEs, and the Student Loan Marketing Asso-
ciation, to discuss gro Is to ensure the financial soundness of
Sallie Mae, or the Student Loan Marketing Association. I look for-
ward to hearing from all the witnesses.

Before we get to the witnesses, I will recognize Mr. Coleman.

Mr. CoLemMaN. Mr. Chairman, 1 have no opening statement. I
welcome our colleagues this morning and look forward to their tes-
timony. Thank you.

Chairman Forp. Mr. Murphy has joined us this morning and has
an opening statement.

Mr. Murpny. Thank you, Mr. Chairman. It is a pleasure to join
you on your energetic set of hearings concerning the Reauthoriza-
tion of the Higher Education Act. I appreciate the opportunity to
participate in this hearing this morning.

1t is my understanding that our colleague, Mr. Penny, will be dis-
cussing his bill, H.R. 179. I have also introduced a measure, H.R.
1482, the Resident Physician Student Loan Deferment Act, which
is very similar in concept to Mr. Penny’s legislation. My bill would
allow physicians continuing the .r education in accredited residency
training programs to defer payment of their Title IV student loans
until completion of their residency program.

I believe that Mr. Penny's bill would also extend this exemption
to a larger group of health professionals. As evidenced by the
number of combined cosponsors of both of these measures, which is
at least 150 at present, there is broad-based support in Congress for
considering this type of legislation.

Current law now has the effect of accelerating the repayment of
these loans at precisely the time that these graduate students are
least able to meet such financial obligations due to postgraduate
training. A 1 or 2 year residency, the length of time student defer-
ment is allowed under current !aw, does not allow sufficient time
for certification in any specialized area. The present law can have
the effect, therefore, of discouraging physicians from undergoing
specialized training.

The cost of a medical education requires most medical students
to borrow heavily to finance their education. The averaﬁe debt is
over $42,000. Many potential medical students are rethinking their
careers. In addition, the indebtedness can make it financially im-
possible for young doctors to set up practice in rural or urban un-
derserved areas. A longer deferment period for repaying these stu-
dent loans will eliminate one factor contributing to the problem of
specialty and geographic distribution of our physicians.

There are many other reasons for considering this type of legisla-
tion, which I am sure Mr. Penny will elaborate on, and I would ask
the committee to give this matter the attention it deserves.

Thank you, Mr. Chairman.

[The text of H.R. 1482 follows.]
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Yiwseo  H, R, 1482

To

Mr.

To

1
2
3
4
5

amend title IV of the Higher Education Act of 1965 to allow resident
physicians to defer repayment of title IV student loans while completing
accredited resident training programa.

IN THE HOUSE OF REPRESENTATIVES

MagCH 19, 1951

MurpPHY (for himself, Mr. HORTON, Mr. COLEMAN of Texas, Mr. YAT.
RON, Mr. BERRUTER, Mr. PENNY, Mr. LENT, Mr. Evans, Mr. Towns,
Mr. Hypg, Mr. DERRICK, Mr. FROST, Mr. LANCASTER, Mr. RAMSTAD,
Mr. BRUCE, Mr. LAGOMARSING, Mr. RoB, Mr. OWENS of Utah, Mr.
ERDREICH, Mr. CHAPMAN, and Ms. NORTON) introduced the following
bill; which was referred to the Committee on Education and Labor

A BILL

amend title IV of the Higher Education Act of 1365
to allow resident physicians to defer repayment of title
IV student loans while completing aceredited resident
training programs.

Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,
SECTION 1. SHORT TITLE.

This Act may be cited as the ‘“Resident Physician
Student Loan Deferment Act”.
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2
1 SEC. 3 RESIDENT PHYRICIAN DEFERMENTS.

2 (a) FEDERALLY INSURED STUDENT LOANS—Sec-
3 tion 427(a)(2)(C)(i) of the Higher Education Act of 1965
4 (20 U.8.C. 1077(a)(2)(C)(i)) is amended—
5 (1) by striking “or”" before subclause (III);
6 (2) by striking “except” and all that follows
7 through “‘residency program’’; and
8 (3) by inserting before the semicolon at the end
9 the following: “‘or (IV) is serving in a medical intern-
10 ship or residency program aceredited by the Aceredi-
11 tation Council for Graduate Medical Education or
12 the Accrediting Committee of the American Osteo-
13 pathic Association”.
14 (b) FEDERAL PAYMENTS T0 REDUCE STUDENT IN-
15 TEREST COSTS.—Section 428(b)(1)(M)(i) of the Act (20
16 U.S.C. 1078(b)(1)(M)(i)) is amended—
17 (1) by striking “or”” before subelause (111);
18 (2) by striking ‘“‘except”’ and all that follows
19 through “‘residency program’; and
20 (3) by inserting before the semicolon at the end
21 the following: “or (IV) is serving in a medical intern-
22 ship or residency program accredited by the Accredi-
23 tation Council “or Graduate Medical Education or
24 the Accrediting Committee of the American Osteo-
25 pathic Association”,

*HR 1489 IH

‘ 314




W 0 =1 O W s W R e

ot
o

1§
12
13

305

3
(c) LoAN AGREEMENTS.—Section 464(c)(2)(A)(i) of
the Act (20 U.8.C. 1087dd(c)(2){A)(i)) is amended—
(1) by striking “except” and all that follows
through “residency program”’; and
(2) by inserting before the semicolon at the end
the following: “or serving in a medical internship or
residency program accredited by the Aececreditation
Council for Graduate Medical Education or the Ac-
crediting Committee of the American Osteopathic
Association”.
(d) EFFECTIVE DATE.—The amendments made by
this Act shall apply to any loan made, insured, or guaran-
teed under part B or part E of title IV of the Higher

14 Education Act of 1965 (20 U.S.C. 1071 et seq. and

15

1087aa et seq.), including & loan made before the date

16 of enactment of this Aci.
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Chairman Forp. Mr. Kh;vgl

Mr. Kiuc. Thank you, Mr. Chairman. I just have a brief state-
ment.

I would like to welcome Congressmen Penny and Shaw here
today. We in Congress have for years &r:vided tax incentives to
help both individuals and companies nel savings into plans
where we thought it was in the common such as home owner-
ship. It seems to me only to make sense that we try to do the same
kind of thinking and planning and execute the same kinds of ideas
when it comes to education.

Clearly, Mr. Chairman, as you know, there is a great need in this
country for people inte in science, doing whatever we can to
encourage more people to enter medicine, and also to have folks
enter the teaching profession. Those are some of the ideas that we
%re going to talk about on the panel today, from Mr. Shaw and Mr.

enny.

In the near future, I will be introducing legislation to provide in-
centives for college graduates interested in teaching to serve the
very special needs of disabled infants and toddlers. There is a pro-
gram now which includes the ages three to five, but, because of the
new birth through three program, we are going to try to close the
present loophole.

So, again, in closing, let me welcome my colleagues and continue
to praise you for holding these hearings.

[g'he prepared statement of Hon. Scott Klug follows:]

STATEMENT or HoNn. Scorr KLuG, A REPRESENTATIVE IN CONGRESS FROM THE STATE
oF WISCONSIN

Thank you, Mr. Chairman. I'd like to join the other members of the committee in

welcoming our distinguished collesgue from the other body, Senator Bumpers, and
Penny and Clay. )

e mut.inelgé and ver{ug propriately, use the tax code to encou individual
decisions and behavior which we believe will serve the common good. We try to en-
courage home ownex'shx‘r, saving, investment, and many other things which are not
only good for the individual, but for the community at large. . .

It is perfectly & riate that we also consider ways to create similar incentives
in the structure of our student financial aid programs, as our colleagues on this
panel are proposing that we do. .

Clearly, Mr. Chairman, there are many vitally important areas—in the teaching
&mfmdom and the sciences, for example-in need of talented and committed people.

e need to encourage more of our college educated and trained men and women to
focustheirenegisandmnketheircameninﬁmeandothermm.

I commend all three of our coll for the very interesting gropomlst.hat
they've put forward, and I will in fact be introducing legislation which will use this
same mechanism to increase the incentives for college graduates interested in teach-
ing to serve the very special needs of disabled infants and toddlers.

closing let me again welcome our colleagues. I look forward to their testimony.

Chairman Forp. Mr. Reed.

Mr. Reep. Thank you, Mr. Chairman. I would just like to wel-
come my colleagues, Mr. Penny and Mr. Shaw, and I look forward
to their testimony.

Chairman Forp. Mr. Goodling.

Mr. GooprinNg. Nothing, Mr. Chairman.

Chairman Forp. Mr. Sawyer.

Mr. SAwyYER. Nothing, Mr. Chairman.

Chairman Forp. Without objection, the prepared statements of
these witnesses and the panel following them will be inserted in
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the record immediately following the oral statement of each of the
people who testify.

Further, without objection, is a statement of the Association of
American Medical Colleges submitted for the record on this hear-
ing by the Association of American Medical Colleges.

Mr. Penny, do you wish to proceed with your bill first?

STATEMENT OF THE HONORABLE TIMOTHY J. PENNY, A REPRE-
SENTATIVE IN CONGRESS FORM THE STATE OF MINNESOTA

Mr. PEnny. Thank you, Mr. Chairman.

I do appreciate the opportunity to testify before your committee
this morning on my legislation, H.R. 179. As you know, this bill
calls for deferment on repayment of federally-insured student loans
during professional internships and residencies. This legislation
currently has 130 go?aponsors and is similar to legislation intro-
duced in the other body by Senator Cohen, and that same legisla-
tion has been introduced here in the House by your colleague and
mine, Representative Austin Murphy.

The legislation is necessitated by changes in the Reconciliation
Act of 1989. That legislation restricted deferments on professional
residencies or internships to no more than 2 years. As a conse-
quence, even with forbearance, which could exist for another year
beyond that, we are finding students with several years’ worth of
residency or internship at a very low stipend, who are expected to
pa¥ back a sizeable amount each month on their loans.

he residencies often last as much as 5, 6, or 7 years. Under cur-
rent law, these students only have deferral on the first 2 years, and
that places a financial hardship on them.

There is a growing debt burden among our professional students.
Eighty-one percent of the 1989 graduates of medical schools were
indebted. The average indebtedness was over $42,000, and 29 per-
cent of that graduating class had debts in excess of $50,000. Even
more alarming statistics exist for osteopathic schools, where the av-
erage debt was approximately 367,000, and 64 percent of those
gracuates in 1989 from that type of institution, or that type of pro-
gram, had debts in excess of $50,000.

In addition, dental schools have average debt of $43,000, and 32
percent of the graduating class in a recent year had debts in excess
of $50,000. So the indebtedness levels of these students is growing,
aond it is particularly evident among minority graduates more so
than graduates as a whole.

The legislation 1 have introduced would ensure that a borrower
can defer repayment for the duration of their internship or resi-
dency. Without this deferment, I fear that many medical students
will opt for specialties with short residency periods or forego addi-
tional training entirely. This view is shared by many in the medi-
cal field. The American Medical Association, the Association of
American Medical Colleges, and numerous other medical and pro-
fessional organizations have all endorsed this legislation.

Representing a rural area, ] am concerned that many medical
students who might otherwise relocate to a rural area will instead
opt for higher-paying residencies in urban areas unless the current
limited deferment period is extended. Many small cities across the
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United States lack basic medical care and have trouble attracting
physicians. I believe the policy on loan deferment is one factor that

ill continue to exacerbate the rural health crisis.

Again, I look forward to working with the committee on this
issue and would ask your indulgence to touch on one other issue
involving legislation that I will soon introduce. I am talking about
the nontraditional students, or what we call nontraditional stu-
dents. The traditional image of an undergraduate is a 20-year-old,
full-time student, who lives in the dorm for 4 years, and then grad-
uates. But today that represents only about 20 percent of the stu-
dents on our college campuses.

A more accurate picture today is a 25-year-old female who lives
off campus, works almost full time, and commutes to a community
college. This individual postpones having children until earning a
degree, or juggles both family and school. Of the approximately 13
million college students, 55 percent today are female; 45 percent
are at least 24 years old; 40 percent attend school part-time; and
nearly 30 percent are married.

The number of part-time students is expected to grow to 60 per-
cent by the year 1995, and not all part-time students are older stu-
dents. Twenty percent of students under age 24 also attend school
on a part-time basis at present.

Despite the trend toward attending school on a less than half-
time basis, only 6 percent of these students receive Pell grants
presently. In 1989, in his report to Congress on less-than-half-time
students, former Secretary of Education Cavazos concluded, “Such
students deserve our encouragement support and should not be
denied access to training that may better their job skills or employ-
ment solely because they are unable to enroll for more than a few
courses at a time."

At the same time, these nontraditional students are not eligible
for any federally-insured student loans. Many of these students
have no access to any form of student aid at all. My legislation is
aimed at helping these students by allowing them access to the
guaranteed student loan program and the grant program, based on
their financial need and their resources, and not on their enroll-
ment status as full or part time.

Mr. Chairman, as Congress begins to process the reauthorization
bill, 1 would hope that we would keep in mind these changes on
our college campuses, and I would ask at this point unanimous con-
sent to include in the record letters of support for the medical
school deferment bill from the American Medical Association, from
the Organization of Student Representatives of the American Asso-
ciation of Medical Colleges, a letter of support from the American
Association of Dental Schools, a letter of support from the Mayo
Clinic in my district, and two articles, one from JAMA and one
from AMN.

I have several letters and two articles in support of the defer-
ment bill that I would like included in the record.

Chairman Forp. Without objection, so ordered.

[The prepared statement of Hon. Timothy J. Penny follows:]
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STATENENT OF CONGCRESSMAN TINOTHY J. PENNY
JUNE 19, 1991

NR. CHAIRMAN AND MENBERS OF THE SUBCOMMITTEE, IT IS A PLEASURE TO APPEAR
BEFORE THR SUBCOMMITTEE IN SUFPORT OF MY LECISLATION, i.R. 179, THAT WOULD
ALLOW A DEFERMENT FROM REPAYMENT OFf FEDERALLY-INSURED STUDENT LOANS DURINGC
PROFESSIONAL INTERNSHIPS AND RESIDENCIES. THIS LEGISLATION CURRENTLY HAS
NBARLY 130 COSPONSORS IN THE HOUSE. SIMILAR LEGISLATION HAS BEEN
INTRODUCED IN THE OTHER BODY BY SENATOR WILLIAN COHEN OF MAINE AND OUR
COLLEACUE REPRESENTATIVE AUSTIN NURPHY MAS AUTEORED THE COMPANION TO THR
COMEN BSILL IN THE HOUSE.

NY LECISLATION IS NECESSITATED BY CHANGES MADE IN THE OMNIBUS BUDCET
RECONCILIATION ACT OF 1989 (P.L. }01-239) IN THE DEFERMENT PROVISIONS OF
TITLE IV OF THE HICHER EDUCATION ACT. THAT LECISLATION PROMIBITED MEDICAL
RESIDENTS FROM BEING CLASSIFIED AS STUDENTS FOR THE PURPOSE OF DEFERMENT
OF THEIR LOAN REPAYNENT. AS OF JANUARY 1, 1990, MEDICAL RESIDENTS AND
OTHER STUDENTS ENCACED IN PROFESSIONAL INTERNSHIPS OR RESIDENCIES WILL BE
ELICIBLE FOR DEFERMENT OF STAFFORD, SLS, AND PERKINS LOANS FOR A PERIOD OF
ONLY TWO YEARS. WHILE A MANDATED FORBEARANCE PROVISION WAS ACREED TO IN
THE RECONCILIATION ACT THAT WILL AILOW A BORROWER THE PRIVILEGE OF
DELAYING REPAYMENT AND CAPITALIZING THE ADDED INTEREST COSTS, MEDICAL
INTERNSHIPS AND RESIDENCIFS CAN TYPICALLY LAST FOR THREE TO SEVEN YEARS,
UNDER CURRENT LAW, ONCE A BORROWER HAS EXHAUSTED HIS OR HER DEFERMENT AND
FORBEARANCE, REPAYMENT MUST BECIN. ON A MODEST STIPEND, THE AVERAGE
DOCTOR-IN-TRAINING CANNOT AFFORD A LOAN PAYMENT OF $600 OR MORE PER MONTH.

THE CROWINGC DEBT BURDEN OF PROFESSIONAL STUDENTS, PARTICULARLY
MEDICAL DOCTORS, HAS REACHED UNPRECEDENTED LEVELS. EICHTY-ONE PERCENT OF
1989 GRADUATES OF MEDICAL SCHOOL WERE INDEBTED; THE AVERAGE DEBT OF THESE

CRADUATES AMOUNTED TO $42,374; 29 PERCENT OF THIS CRADUATING CLASS HAD
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DEBTS IN EXCESS OF §50,000. NINETY-FIVE PERCENT OF 1989 CRADUATES OF
EETEDPATHIC MEDICAL SCHOOLS WERE INDEBTED; THE AVERAGE DEBT OF THESE
CRADUATES WAS APPROXIMATELY $67,000; 64 PERCENT OF THE 1989 CRADUATING
CLASS HAD DEBTS IN EXCESS OF 550,000 AND 20 PERCENT HAD DEBTS EXCEEDING
§100,000. FINALLY, 89 PERCENT OF 1989 GRADUATES OF DENTAL SCHOOLS WERE
INDEBTED; THE AVERAGE DEBT OF THESE CRADUATES WAS $43,300; 32 PERCENT or
THIS CRADUATINC CLASS HAD DEBTS IN EXCESS OF $50,000.

FURTHERMORE, THE EDUCATIONAL INDEBTEDNESS LEVELS OfF UNDERREPRESENTED
MINORITY CRADUATES ARE EVEN CREATER THAN THEY ARE AMONG INDEBTED GRADUATES
AS A WHOLE., THE AVERAGE DEBT OF 1988 UNDERREPRESENTED MINORITY MEDICAL
SCHOOL CRADUATES WAS $44,897--§6,408 ABCYE THE MEAN FOR ALL INDEBTED
GRADUATES THAT YEAR.

THE LEGISLATION I HAVE INTRODUCED WILL INSURE THAT A BORROWER CAN
DEFER REPAYMENT FDR THE DURATION OF THE INTERNSKIP/ RESIDENCY TRAINING
PERIOD. WITHOUT THIS GRANT OF DEFERMENT, I FEAR MANY MEDICAL STUDENTS
WILL OPT FOR SPECIALTIES WITH SHORT RESIDENCY PERIODS OR FORCO ADDITIONAL
TRAINING. THIS VIEW IS SHARED BY THE AMERICAN MEDICAL ASSOCIATION, THE
ASSOCIATION OF AMERICAN MEDICAL COLLECES, AND NUMEROUS OTHER MEDICAL AND
PROFESSIONAL ORGANIZATIONS ALL OF WHOM ENDORSE THIS BILL. I HAVE ALSO
RECEIVED LETTERS OF ENDORSEMENT FROM HUNDREDS OF MEDICAL AND PROFESSIONAL
STUDENTS FROM AROUND THE NATION.

REPRESENTINGC A RURAL AREA I AM CONCERNED THAT MANY MEDICAL STUDENTS
WHO MICHT OTHERWISE RELOCATE TO RURAL AMERICA WILL INSTEAD OPT FOR HICHER
PAYINC RESIDENCIES IN URBAN AREAS UNLESS THE CURRENT LIMITED DEFERMENT
PERIOD IS EXTENDED. MANY SMALL CITIES ACROSS TME COUNTRY CANNOT EVEN
ATTRACT A SINGLE DOCTOR, MANY RURAL HOSPITALS CANNOT FIND PHYSICIANS N
CERTAIN SPECIALTIES. UWLESS WE CHANCE CURRENT LAW, AN ALREADY SICNIFICANT
RURAL MEALTH CARE CRISIS WILL BE EXACERBATED,

I WILL BE HAPPY TO WORK WITH THE COMMITTEE ON THIS ISSUE. AT A

MININUM, PERYAPS WE CAN EXTEND THE DEFERMENT FOR AN ADDITIONAL YEAR.
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LET ME DICRESS A MOMENT MR. CHAIRMAN TO BRIEFLY COMMENT ON ANOTHER
SET OF mscemis 1 HAVE SHARED WITH YOU RECENTLY: THE NEED TO PROVIDE AID

TO NON-TRADITIONAL STUDENTIS,

IN THE MEXT FEW DAYS 1 INTEND TO INTRODUCE LEGISLATION ONCE AGAIN
TO MAKE ALL STUDENTS ELIGIBLE FOR FEDEFAL STUDENT AID BASED ON NEED AND
SATISFACTORY PERFORMANCE IN SCHOOL. LE/EL OF ATTENDANCE WOULD NO LONGER
BE A CONSIDERATION FOR THE PURPOSES OF DETERMINING AID.

THE TRADITIONAL IMAGE OF AN UNDERGRADUATE IS A TWENTY YEAR OLD
FULL-TIME STUDENT WHO LIVES IN A DORM FOR FOUR YEARS AND THEN GRADUATES.
HOWEVER, THAT REPRESENTS ONLY ABOUT 20 PERCENT OF COLLEGE STUDENTS TODAY.
A MORE ACCURATE PICTURE IS A TWENTY-FIVE YEAR OLD FEMALE WHO LIVES OFF
CAMPUS, WORKS ALMOST FULL TIME, AND COMMUTES TO A COMMUNITY COLLEGE. SHE
POSTPONES NAVINC CHILDREN UNTIL SHE EARNS A DECREE, OR SHE JUGGLES FAMILY
AND SCHOOL. OF THE APPROXIMATELY 13 MILLION COLLEGE STUDENTS, 55 PERCENT
ARE FEMALEj 45 PERCENT ARE AT LEAST 24 YEARS OLD; 40 PERCENT ATTEND SCHOOL
PART-TIME; AND NEARLY 30 PERCENT ARE MARRIED. THE NUMBER OF PART-TIME
STUDENTS IS EXPECTED TO CROW TO 60 PERCENT BY 1995. AND NOT ALL PART-TIME
STUDENTS ARE OLDER: 20 PERCENT OF STUDENTS UNDER ACE 24 ATTEND SCHOOL ON A
PART-TINE BASIS.

DESPITE THE TREND TOWARD ATTENDINC SCHOOL ON A LESS-THAN-HALF TIME
BASIS, ONLY SIX PERCENT OF THESE NEEDY STUDENTS RECEIVED PELL CRANTS LAST
SCHOOL YEAR, IN 1989, IN HIS FEPORT TO THE CONCRESS ON LESS-THAN-HALF
TIME STUDENTS, FORMER SECRETARY OF EDUCATION LAURO CAVAZOS CONCLUDED THAT
"SUCH STUDENTS DESERVE OUR ENCOURAGEMENT AND SUPPORT AND SHOULD NOT BE
DENIED ACCESS TO TRAINING THAT MAY BETTER THEIR JOB SKILLS OR EMPLOYMENT
OPPORTUNITIES SOLRLY BECAUSE TMEY ARE UNABLE TO ENROLL FOR MORE THAN ONE
OR TWO CLASSES AT A TIME.”

AT THE SAME TINE, THESE "MON-TRADITIONAL" STUDENTS ARE NOT ELIGIBLE

FOR FEDERALLY~INSURED STUDENT LOANS. TRULY, MR, CHAIRMAN, MANY OF THESE
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STUDENTS HAVE MO ACCESS TO ANY FORM OF STUDENT AID. NY LEGISLATION IS
AINED AT HELPING THESE STUDENTS BY ALLOWING THEM ACCESS TO THE GUARANTRED
LOAN AND CRANT PROGRANS, BASED ON FINANCIAL NEED AND RESOURCES.

MR. CHAIRMAN, AS THE CONGRESS BEGINS THE PROCESS OF REAUTHORIZING THE
HICUER EDUCATION ACT, LET US BE NINDFUL OF THE NEED THAT IS NOT BEINC NET;
OF THE CHANGE} THAT ARE HAPPENING ON OUR COLLECE CAMPUSES: AND OF THE NEED
TO ADEQUATELY TRAIN ALL PEOPLE TO MEET TME CHALLENGES THAT CONFRONT THIS
COUNTRY. THANK YOU, MR. CHATRNAN. .

20
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adfc ASTATONCF  ONEDUPGNT *ms.:‘m&'
MEDIOMQOUEGES  TELEPHONE(O26280400

June 11, 1990

The Hooorable Timothy J. Penny
U.S. House of
436 Cannos House O Tee Building

Washington, D.C. 20515

Dear Representative Penny:

On behalfl of the Association of American Medical Colleges (AAMC) and the 66,000 medica!
students, 126 modical schools, 81,000 medical residents, 420 teaching hospitals, and 90 scademic
and professional societies we represent, 1 would fike to thaok you for introducing legislation 10
lengthen the internship deferment in Title IV of the Higher Education Act. The medical
education community is deeply concerned about escalating debt Jevels of medical students and
residents. By allowing medical residents to defer repayment of Stafford and Perkina student
loans for the entire Jength of their residencics, H.R. 4690 would go a long way towand
mitigsting adverse effects of educstionat indebiedpess.

As you know, the cost of medical education requires most medical students to bomrow heavily to
finance their education. Among 1989 graduates, 81 percent were indebted with an sverage debt
of $42374, Twenty-nine percent of these graduates bad debis in excess of 350,000 Among
Ninety-coe percent of 1989 minority graduates were indebiad Their average debt was $48,168;
41 percent had debis sbuve $50,000.

The educstion of a physician does not end at graduation from medical school. In onder to de
fully trainegd to practico medicine, new physicians must senve in residency programs.  These
last from three to seven or more years, depending on the choses specialty. As part of
their aining, medical residents arc engaged tn the provision of clinical scrvices to bospitatized
and embuistory patients for which they are provided a stipend of approximately $25.000 per
yesr. With the debt levels most medical students sre incurring, ewrrent stipeads do not
generally provide enough support for residents—who are in their late twenties and eary thirties-
-both to meet family living expenses snd to repay their educatioos! debts.  The matio of the cost
of loan repayment to income is typically considered managesble if the cost does not exceed
eight percent of gross income.  For the average indebted medics! resident, loan repsyment costs
sre sbout $3,400 a year—close to 14 percent of gross income.  For the most highly indebted,
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AMERICAN 1625 MASSATHUSETTS AVENUE N W
ASSOCIATION  WASHINCTON, D 20038

OF DINTAL

WHOOLS 200/7-9431

May 7, 1950

The Honorable Timothy J. Penny
House of Representatives
Washington, D.C. 20%1%

Daar Congressman Penny:

On behalf of the American Association of Dental Schools {AADS), I
would 1ike to thank you for introducing H.R. €890, the Student Loan
Defsrment bill.

A8 you know, student loan indebtedness is an increasing problen
among dental graduates, ospeciallYy among minority students.
Indebtedness is a major concern in dental education because fedsral
grant support is available only to a small portion of our most
needy students. The majority of dental atudents, thersfore, must
borrow to finance their education, and the annual escalation in the
level of educational debt is of serious conhcern. Indebtedness
levels among gradustes of health professions schocls have increassd
almost 200 percent in the last decade.

Dental educators worry that thewe debt burdens are becoming
unmanageable for many borrowers, particularly during the first faw
Years after repayment when many dentists are still in training in
a residency program. Some of these dental residents are reguired
to pay tuition or receive only a smsll stipend that makes repayment
of their student loans very difficult. Your bill to permit the
deferral of payments on Federally-insured student loans for the
full duration of the period during which borrowers are snrolled in
professionsl internships or residencies is an important step tn
making debt burdens more manageable for many health professions
borrowers. We believe that the bill will alsc halp avoid defaults
by residents who do not wich to evade financial responsibility,
but who are temporarily financially incapable of loan repayment .

Ms. Marty Liggett, Divector of Governmant Affairs at AADS, has besn
in contact with Joe Theissen concerning this important legislation,
¥We look forward to working with yoa on this matter. Again, thank
you for sponsoring H.R. 4690 and for your continued esupport for
dental education.

Sincersly,

K 8 4

Richard D. Mumma, Jr.
Executive Director
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Mayo Foundation

for Medical Education and Research Rochester, Minnesota 55905 Telephone 507-284-2511
Bruce M. Kel
Gmmrwzlbm ’ May 29, 1990

Representative Timothy J. Penny
436 Cannan House Office
Washington, D.C. 205152301

Dear Mr. Penny:

On behalf of Mayo Foundation, | want to express our support for your bill HR.
4690, providing for deferment of student loans for medical residents. We agree that the
inability 1o obiain defermenr of these loans beyond the first two years of resident training

may lead some medical residents to either choose the most lucrarive specialties, or to
choose specialties with short resident training periods.

i we can be of any assistance to you with respect to this legislation, please do not
hesitate to contact me at (507) 284-5004.

Sincerely,
Do MK
Bruce M. Kelly

|

BMK:zl
cc;  Alan D. Sessler, M.D,
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Resident FOrum

Aesitent Physiciane Section

Studem Loans: Deferme 1 and
Forbearance Provisions

The American Medical Associstion
tAMA) is opposed 1o 8 provision that
Cungrews included in the 1989 Omnibus
WR«MWM(MLN&
101-Z59) that prevents vome resident
phymhmﬁmdefemngnmmmd
Stafford student loans beyond s 2-year
period. It is the AMAY position that sl
resident physicians should be able to
defer studest loan repayments through-
wuit residercy tPRIniRg, inCe aerving 8
re sidency is » necessary part of s physi-

cand

, those who served in resh-
deney programy that had a major uni-
versily affilistion were classified under
student deferment provisions of the lsw
as “in achool” and were able Lo defer
repayment of their Staffont student
Joans Sheugghuut their revidencies. As

Seealsop 1102

$10 million cost-ssving measure, the
mowt Tecent Omnibus Budyet Reconcili-
ation Act rescinds that clawsification for
residents as of January 1, 1680,

In whal is intended to be a partial
ulternative, the leyislation provides
~furbearsnoe™ without penaity or €08t to
the borrower. Forbearnnce is unlike da-
ferment in two critical respects: inter-
w3t continues £0 accrue on the outstand-

forhearance periods. Whether the peri-
alhkwkndnnptoundwmd
the iender. Fur example, s resident who
defers payment for 2 years and then
tukes forbesrance for 2 years may haw
his tosn repryment period reduced to 8
yrearu, Because borrowers musl pay
hack accumulated interest snd principal
uver s loan repayment perns (narmally
10 years) that will be meduced by the
number of years of forbearunce, making

payments will be that much morr
difficult.

The law does provide that no sdminis
trative or other foe may be changed in
caanection with granung forbearmce
and that po sdvenwe infarmation regunt-
ing the borrower may be reported Lo 2
credit buresu organization solely be-
cauve forbearance i» grames.

The denial of in-school status, aluny
with the elimination of the tax deduet-
ibitity of student Joans by Cungrews in
1986, threstens the ability o” many res-
dent physicians to sompiete theireduea-
tion. Aecording to the Association of
Ameriean Medisal Coliegens, ¥3.4% of ail
1989 medica! schoo! graduates had wio-
eational debt, with a total average in-
debtedness of $S8 489, an ¥% increaw
sbove the 1987 level. Df those withalebt,
24% have » tolal educatiunal dedt of
more than $50000. The svermgr Tdul
dedt for grwmbuates of prvste neadual
wehool 111 198 wis S99 6N, aaxd for pash-
he medical school graduules i was
$41370. Monthly student  hun pay
ments of a8 loast B5N to STU0 are ot
uncommon for resident physicians with
typieal monthly salaries of §Z200 to
$2300 in programs that often an located
in urban areas with high costs of hiving.

The AMA ix commitied Lo the princ-
ple that quatified individuals of all finan.
cial and soctal backgrounds who want to
be physicians should have the oppor-
tunity to do so. Clearly, the snabeinty 1o
defer loan repayment whie cumpleting
an edueation ani to deduct student loan
interest will keep some utherwise
deserving individuals from following
through on their desire to becume phyw-
eans or forve thoae who to bevume phy-
sicians to choose medicul practices 10
mere lucrative grographie arens rather
than in aress with high need that would
offer lass income potential.

The AMA will redouble its effurts to
see that loan deferment thruughout res-
jdency traming 18 extablished, regurd-
less of the kind of truining institutiun,
and that the tax deductibisty of student
losn interest paymenta is restored.

bostid B hemel B Mdored Liespbtiiats Do X

JAMA Felvuary 23 1990 - ¥ 263 No B
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Lawrence Tsen July 5, 1990
4449 francis Street
Kansas City, Kansas 66103

Mr Joe Theissen

Office of the Honorable Timothy J Penny
US. House of Representatives

436 Cannon House Office Bullding
washington, D.C. 20515

Dear Mr. Theissen

On behzl? of th2 Organization of Student Representatives (OSR) to
the Association of American iMedical Colleges (AAMC), | would 1tke
to thank you for meeting with me regarding HR. 4690 which ailows
resident physicians to defer repayment of thetr Title IV Student
loans while completing resident training programs

Even at my state supported medical institution, the University of
Kansas, a student can accumulate enormous debt 10ads, upon my
graduatton next year, t will owe In excess of $50,000 Compared to
national statistics, these figures are not unusual. Among 1989
graduates, 81 percent were Indebted with an avérage debt of
$42,374, with 29 percent having debts in excess of $50,000. Among
underrepresented minority medical school graduates, the figures are
even more staggering. Ninety-one percent of 1989 minority
gracuates were indebted with an average debt of §48,168, with 41
percent having debts above $50,000

| am commited to repaying my loans but am concerned about those
potential medical students who are rethinking their career
decistons, and my current medical colleagues who are rethinking
their specialty and geographic decisions in iight of the f inancial
obligations of attending medical school. HR. 4690 will ease this
preoccupation with Indebtedness | appreciate your assisting
Congressman Penny’s efforts in this important area of higher
education.

Sincerely yours,

Lavenees et

tawrence Tsen
OSR Chatr-Elect

330
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“meme  H.R.179

To amend the Highor Educstion Aet of 1965 t» parmié the deferral of paymonts
on studonts losns daving professionsl internshipe, reguniless of duration.

IN THE HOUSE OF REPRESENTATIVES

Jamvaxy 8, 1991

Mr. Poory Gor himeok, Mr. Cavsamaw, Mr. Towss, Mr. NoNowury, Mr. Oora-
AN of Texss, Mr. Lawcasrsn, Mr. Worrs, M. Scamounas, Mr. Oriv,
Mr. Franx of Massachwsstits, Mr. Payus of Virginis, Mr. Vawoss Jaor,
Mr. Baxsvrss, Mr. MoOnars, Mr. Vawro, Mr. Wiss, Mr. Ravewm, Mr.
Kiscaxa, Mr, McDazsory, Mr. Expsmsos, Mr. DaFaso, Mr. Macurs
LEY, Mr. Jommsow of South Dakota, Mr. Fowr, sad Mr. Huwny) intro-
Mhmiﬁ:'ﬁnm&n‘whcu—hanum
snd Lador

A BILL

To amend the Higher Education Act of 1965 to permit the
deferral of payments on stodents loans during professional
internships, regardless of durstion.

1 Be it enacied by the Senale and House of Represents-

2 fives of the United States of Americo in Congress assembled,

$ SECTION 1. FINDINGS AND PURPOSES.

4 (s) Finpings.—Congress finds that—

5 (1) the interest subsidy provided borrowers of title

6 IV loans during periods of intemship or residency is

332
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2
critical to the borrower’s ability to complete his or her

educational program;

(2) s number of professional degree programs
have an essential postgraduate training component that
can last from one to seven or more years;

(3) health professions programs, in particular, re-
quire periods of postgraduate training for reasons relat-
ing to qualifieation to practice, licensure, specialty cer-
tification, or access to hospital privileges;

(4) the educational indebtedness of graduates of
professional degree programs has reached unprecedent-
ed levels;

(5) the educational indebtedness levels of underre-
presented minority grasduates are even greater than
they are among indebted graduates as a whole;

(6) given the level of financial support provided to
borrowers in posigraduate training programs (primarily
through stipends), debt levels such as these can make
loan repayment obligations extremely difficult to meet;

(7) growing debt burdens may discourage pursuit
of advanced training, adversely affect career choice,
create financial barriers to practicing in remote loca-
tions, and exacerbate minority underrepresentation in
certain professions; snd

1333
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8
1 (8) many bealth professional gradustes who are
2 committed to csring for underserved community .nd
8 this career path infeasible in Light of their enormous
4 debt burdens and the inability to defer their loan psy-
5 ments throughout the period of residency training.
8 (b) Purross.—It is the purpose of this Act—
7 (1) to permit the deferral of payments on student
8 loans throughout the duration of post-graduate intern-
9 . ships and residency programs; and
10 (2) to ensure that loan repayment obligations are
11 not acting as a disincentive to advanced training and
12 sdversely affecting career choice and service to the
18 poor and underserved by temporarily alleviating losn
14 ropayment requirements for borrowers serving in in-
15 ternship and residency programs.
16 8EC. 2 AMENDMENTS
17 (a) GSL ProoraM.—Section 428(MN1XMXvil) of the
18 Higher Education Act of 1965 (20 U.8.C. 1078(bX1)MXvii)
19 is amended by striking “‘not in excess of two years”.
20 () FISL Peogeam.—Section 427(aX2XCXvid) of the
21 Higher Education Act of 1965 (20 U.8.C. 1078(bX1XM)vii))
22 is smended by striking “not in excess of two years".
28 (¢) NDSL PeogmAM.—Section 484(cN2XA) of the
24 Higher Education Act of 1985 (20 U.8.C. 1087dd(cX2)A)) is
25 amended by striking out the following: “The period during

o 334
ERIC
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4
1 which repsyment may be deferred by resason of elsuse (vi)
2 ghall not exceed 2 years.”.
8 SEC. 8 EFFECTIVE DATE.
4 The amendments made by section 1 of this Act shall
5 spplyonorafwrthedataofenwnnentofthisActwithro-
6 specttolomsmadeundertheﬁigherEducaﬁonActof
7 1965 before, on, or after that date.
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Chairman Forp. Mr. Shaw.

STATEMENT OF THE HONORABLE E. CLAY SHAW,JR,, A
REPRESENTATIVE IN CONGRESS FROM THE STATE OF FLORIDA

Mr, SHAw. Thank you, Mr, Chairman.

1 have a statement prepared by Leslie Waters of my staff which
you have already placed in the record, so I will summarize in a
vegrmemﬁxl' fashion.

. Chairman, Mr. Coleman, members of the committee, I, of
course, want to thank you for your patience and indulgence in
asking us to testify today. You, better than any other in the Con-
gress, recognize the pending crisis that we have in education in
this country, with a tremendous shortage of teachers. Now is the
time to attack this problem.

Over the next decade, it has been estimated that 2 to 2.5 million
teachers will be needed in order to just fulfill the demand that is
anticipated in the schools at the present level. That number of
teachers is not in sight. My bill simply builds upon the present law,
which allows a 8 year deferment for the payment of student loans

new teachers in areas of greatest need. It extends that idea to

e student loan, when students are paying it back, by cutting the
amount of interest payable on these loans in half.

Right now the repayment interest is 8 percent. For teachers in
the area of critical need, that would be reduced to 4 percent as long
as they continue teaching in that area. If they leave the profession,
then their student payments return to the full 8 percent, but never
do they have to go back and repay the discounted portion for the
period during which they taught.

One other point that I would like to make, on the national study
that was done with to eighth graders in science and math,
and also recognizing the shortage of teachers in those areas. My
bill could be readily amended by this committee to give special con-
sideration to teachers who go into that area.

I think there are other bills around the Hill right now that are
addressing the pending teacher shortage, which is going to be of
crisis proportion. 1 commend this committee for getting ahead of
the curve and to solve the problem.

Right now my bill has about 76 or 76 cosponsors, many of which
are on this committee. It is a straightforward approach, and it
would be a very effective method. Unfortunately, I do not, at this
point, have the figures from OMB as to exactly what the cost
impact of this bill is going to be, but I am sure that they will be
available before the committee commences with its markup.

Thank you, Mr. Chairman.

[The prepared statement of Hon. E. Clay Shaw, Jr., follows:]
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STUDENT LOAN DEPERRALS FOR TEACHERS
TESTINONY BY CONGRESSMAN E. CLAY SHAW, JR.
BEPORE THE SUBCOMMITTEE ON POSTSECONDARY EDOCATION
WEDNESDAY, JUME 19, 1991

Chairman Ford, Mr. Coleman, and Members of the subcommittee,
I thank you for the opportunity to testify before you regarding my
bill, HE.R. 709, an amendment to the Eigher Education Act of 1965,

While there are many ways to reform education, the best way
to secure excellence in our classrooss is by recruiting highly
talented and well-trained teachers. Onfortunately, hovever, we
are losing our most talented students, and future teachers., to
better-paying jobs. This probles is compounded for those students
who have loans to repay. Furthermore, our nation is facing a
substantial loss of teachers to retirement in the next decade.

This loss of teachers to retiresent threatens our nation's already

strained supply of teachers.

Ry proposal has two objectives — to make it financially
easier for students to choose teaching as a career and to

encourage those who choose teaching to remsin in the field.

The Bigher Education Act requires teaching in & teacher
shortage area as a prerequisite for a three—year deferral of
Cuaranteed Student Loans. The shortage areas are established by
the Secretary of Education. After the deferral, my proposal would
allow for repaysent of the GSL at half the normal interest rate
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for as long as the person resains a full-time teacher. As the
current rate for a GSL is 8%, any student taking advantage of the
discount would therefore repay the losn at 43. If he or she
should decide to stop teaching full-time, any resaining paysents

would be made using an 8% interest rate.

I have included as an appendix a 1990 regional salary
analysis provided by the Association for School, College and
University Staffing, Inc. According to this report, the average
starting salary for a teacher in 1990 was §$19,000. The U.S.
Department of Education estimates that just tuition and required
fees are approximately $1,781 per school year for an in-state
student at a public institution. This number skyrockets to $8,446
Jor a private institution. These rates generally increase at a

rate of 6% to 7% a year.

The latest figures from the U.S. Department of Education for
student debt is for those students who graduated in 1986. In that
year total average indebtedness was $6,810 for public college
graduates and $10,000 for-those coming out of private schools. I
think it is safe to assume that these figuras have risen
significantly in the 5 years since those figures were compiled.

AS & result of the gap between salary and debdt, those who
want greater compensation, or simply think they won't be able to
afford to repay their loans oo a teacher's salary, choose more
lucrative Carears. MNany who curreatly teach will eventually leave
the classroom for educational administration or for
noo-educational fields.
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A covar article published in the September 1990 edition of
sEducation Week” recognised that, as ths competition increases in
the future among esployers seeking to hire from a sbrinking pool
of young college graduataes, graduates will be less likely to
chocse teaching. Similarly, it has been forecasted that
prospective teachers will have more lucrative options in the
1990's then they had in ths 1980°'s.

As & result of state budget cuts, sone Areas are laying off
teachers. I know this is of concern to many of you, and T assurs
you it is a concern of mine as well., This is happening in my own
congressional district in South rlorida. For this reason I would

1ike to stress that 4 al £ e on arsas sufferi from

shortages.

The nation as a vhole will continue to suffer from an acute
shortage of teachers. Experts say the United States will need 2
million new teachers over the next decade. Some believe the
number might be as high as 2.3 million. That would msan as many
teachers will be in demand in the next 10 years as are currently
teaching today. If current trends continue, the U.§5. will
graduate less than half that pumber.

In my appendix I have included reprints of tables outlining
expected shortages alsc documented in the ASCUS 1990 study. By
region, Alasks reported the greatest teacher shortages, and the
Southeast, South Ceatral, and Mastern regions of our country

follow in terms of reported shortages.

The need for teachers is becoming even more urgent as policy
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makers anticipate a wave of retirsments in the field. According
to a study prapared by the Eatiocasl Center for Rducatica
Statistics, half of those teaching in 1987-88 were age 40 or
older. Many will be lsaving their jobs within the next decade. A
disproportionate number of these ars the most experisnced and
skillful teachers, primarily talented women who had faw other
carser choices when they entersd the tesching profession. Some
experts have estimated that as much as §% of the teaching force is
leaving the profession sach year.

My proposal addresses both of the problems I have outlined
for you. FPFirst, by offering a discounted intersat rate, my
amendment to the EEA encourages more qualified students to anter
the teaching profession instead of choosing other, more lucrative,
careers. To further ease the burden of repayment, the three—year
deferral will allow time for the teacher's salary to reach a
higher income level before loan rspayment begins.

Secondly, my proposal addresses shortages by incorporating
the three—ycar deferral requirament to 2sach in a shortage area.
rarthermore, it encourages teachers tO rewv:a in the classroom.
For the individual to benefit from the discounted rate, he or she

must continue to teach.

I wish that I could provide a coat estimate on my propasal
for you today. The Congressional Budget Office was unable to
fulfill =y request in time for this hearing, but has promised to
get one to me shortly.

On a different note,; Mr. Chairman, I want to take & mOment to

mention the recent naticnal study which showed the nation's elghth
graders have dangsrously lov lavels of math and science
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proficiency. This doss not cote as a surpriee considering studies

geport critical shortages of teachers in the math and sclence

fields.

The National Center for Education Statistics has found a
substantial number of teachers who did not major in math or
science in coliege and are pressed into teaching thess subjects as
a result of the shortage. For this reason, I would not object if
the subcommittee amended my proposal te also specifically address
this problem,

In his stated national education goals, the President set
being number one in the world in math and science &s cne of six
goals to be reached by the year 2000. We have an opportunity here
to help realise this goal.

Mr. Chairman, and Members of the subcommittes, The HBigher
Education Act is the primary federal source of improvement for the
recruitment, retention, and preparation of elementary and
sscondary school teachers. My proposal takes the Act a step
further and rscognizes that the success Of failure of any broad
scale effort to reform education will depend upon the capacity of.

and support for, individual classroom teachers.

Py supperting my proposal, I belisve that the subcommittee
will significantly enhance the ability of our young people to
seriocusly consider a& teaching career. I know that all of you are
looking for ways to improve our sducational systea, and hope you
£ind merit in my ideas.

I thank you for your time, and urge your favorable passage of
‘iRﬂ 70’0
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=22 H,R.709

To smend the Highor Bduestion Act of 1965 to provide reduced rates of interest
under the Guamstsed Bindent Loan Program to individuals who enter the

teaching profession.

IN THE HOUSE OF REPRESENTATIVES

JaRUARY 28, 19981

Mr. SRaw (for himeell, 3Mr. Pruny, Mr. FRANk of Massachasetts, Mr. Posmaxn,
M. Ros-Leuwrommw, M. Paxow, Mr. Sxuww, Mr. Hosrox, Mr. Mozaw,
Mr. Stnanm, Mr. Towns, Mr. Ros, My. Domaan of North Dakota, Mr.
Farsonavazoa, Myr. Worrs, Mr. MaceTrLaY, Mr. Porras, Mrs Cotans
of IiSncis, 3ir. Gazimary, Mr. Geoosnsow, Mr. Liroesxs, Mr. LaoOMaxn-
awo, M. BLaveuTEs of New York, Mr. Joumerow of Floaxids, Mr. CHaAr-
man, Mr. Surrs of Florkds, Mr. Warag, Mr. Paviowm, Mr. WassiwoTow,
Mry Scumorpss, Mr. Kosrmayss, and Mrs. Mavess of Exness) intro-
duced the following hill; which was referred to the Committes 0o Eduestion
snd Labor ‘

A BILL

TommmghaMMdlmmpmvﬁoM
rates of imterest under the Guaranteod Student Loan Yro-
gram to individuals who enter the teaching profession.

1 Be it enacied by the Senate and House of Representa-

2 tives of ke United States of America in Congress assembled,

3 That section 427A of the Higher Education Act of 19605 is

4 amended—
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2
(1) redesignating subsections (f) and (g) ss subsec-
tions (g) and (b); and
(2) by inserting sfter subsection (o) the following
new subsection:

“(f)y Rates roR Bomsowzss WxO ENTBR THE
Tracmve ProressioN.—Notwithstanding subsections (a),
(b), and (d) of this section, with respect to s losn (other than
8 loan msde pursuant to section 428A, 428B, or 4280) to
any borrower who qualifies for and obtains s deferment under
sectiiy 27(AX2NONvD) or 428(DN1XMNXvi) for service as &
full-ime teacher for three years, the applicable rate of inter-
est shall be 4 percent per year on the unpaid balance of the
loan during the period from the end of such deferment and
until the end of the repsyment period or until the borrower
oceases t0 be a full-time teacher, whichever first oecurs.”.
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Chairman Foap. I thank both of you gentlemen for taking the
time to prepare your statements and this committee as we
consider reauthorisation. We appreciate your assistance and also

the ideas that you

present.

Mr. what do think is the most im
tant l twmamﬁmdwtchmwse&m;
short or a WW

Mr. PeNny. I belisve it has to do with, right now, lifelong income
where the rewards seem to be in the field of medicine. We
ve a lot of specialties today where there are tremendous re-

wards. As the field of medicine seems to move into high

It is a discoursgement many to into general practice,
family the payment levels, for
practices are far less. It is & t for anyone to
into practice in a rural where there is really no reward

commitment i
areas where the population is more widely dispersed, but the long-
term trained dermatologist, for example, is not going to be a

the country, and t’swhmmmm

%
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tion of the deferment, loo at a deferment for an extra year,
perrelg orzyaars,inste;d aMt‘lteﬁrmentforallthem::mo:
a ncy or an apprenticeship might be appropriate, or targe

it in some would also be worth consideration.

Chairman Forp. Well, I don't want to hold you up, because we
all have to go to vote, but I have just instructed the staff to ask the
Congressional Budget Office to cost both of your proposals out with
the amount of interest that you have generated. At some stage, we
will have to decide yes or no, we do or don’t want to do these
things. And I don't propose to consider matters of this kind without

know'l.ugx::n;ttheycost.
Mr. . Mr. Chairman, I can only give you the figure that
was released at the time that this change was made, and that was
$10 million back in 1989,
mm“ Forp. We have those numben.wVZe have bt:: k:dumbeu
were willing to grant as savings when we away,
but I'm not at all sure that those aren’t shaped on the wrong side.
We will ask them for a straight-up statement now.
Mr. Shaw, this committee has tried every way we could possibly
wiggle to get some kind of deferment to en teachers, be-
cause we have knovn for 10 years that we were going to be where
we are now looking at a 8 million teacher shortage, not in the
future, but right around the corner. And it has been resisted by
budget makers over and over again.
It survived on this side the last reauthorization but didn’t sur-
vive the conference, because the Senate conferees absolutely re-
fused to “break the budget,” as they put it. I don’t think we are
going to be tied down that tight this , and I hope you can en-
cgt‘;rage members to consider the long-term investment aspects of
thi

Since it was during the Eisenhower Administration that the idea
of loan forgiveness for teachers first came to life, and it was during
the Reagan Administration that it was opposed so strongly, it
would be sort of symmetrically nice to have the Bush Administra-
tion sign a bill that once again forgave teacher indebtedness and
encouraged us to get more teachers, thereby identifying more with
the Eisenhower Administration than with the Reagan Administra-
tt;il.lngst_AsanetdmirerofPrenidentBusb,Iwouldliketoseehimdo

Mr. Suaw. Well, Mr. Chairman, my bill is fairly narrowly drawn.
It applies only to teachers in the areas of greatest not to
areas where there are sufficient numbers or excess of teachers,
wharewemngingh{:ﬁl,anditcutatheintemtpamentin
ve it.

,withtheOgerbudsetreeoncihaﬂonbﬂlandthenaedto
find the revenue to be the locomotive these various bills
that will be considering, I think that bill is at least as
as it poesibly can be in order to attack the problem
and also minimize the impact on the budget.
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Chairman Forp. Thank you.
Mr.Pmm.Mr.Chaiman,conldlalaoaskcomanttoincludein
ga%nmmntmmumsmmofm&mof
ow
1 thank tl "Wiuchford m’&%m
you emen m your time .
[Whmtheﬁninswa;ﬁmed.]
'Additional material submitted for the record follows.]
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Distinguisned cChairsan and Nembers of Congresat

I thank you for the opportunity to make a statemsnt to this
distinguished Committee. XNy name is Paul Pipia and I sarve as
chairsan of the Reaident Physician Section of the Nelical Socciety
of the State of Newv York, I hope to speak for all residents who
financed their medical educations through student loans. Ve

deapexately need your help.

¥o ons expeocta & medical sducation to be fres. mm. tuition
comts at the 11 medical s=chools in Nev York State average
$55,000. Bight of these schools are privata schools where the
average tuition is $72,000 over the course of 4 years, Tuition
axpanses, of course, do not include the cost of books, room and
board, and other necessary expenses. I personally owve $61,000
and so I am deeply concarned adbout the changes that vere aade

'regarding student loans. T™he nev lawvs concerning defersent

greatly changed hov I had planned to repay my loans.

As the son of a bus driver, I had little chance t> persenally
tinance a medical school education. I found myself in a rather
common situation: I had the skills to become a physician and
only lacked the financial rescurces to attend medical school. I
vas taankful that a student loan progran existed. Through the
student loan program, it was pessible to finance & nedical
sducation, defer payments during residency and deduot the
interest on loans. Today, this is no langar a raality.

The plans that I made in 1984 were drastically changed dy the
osnibus Reconcilliation Act of 1989 vhich scaled back the
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_ Geferment of Title IV loans. 3In 1984, wvhen I financed my medical

education, loan repayment WAS defarred throughout one's entire
| gesidency. It was crystal olear st that time that no residant
oould afford to rapay their loans on the smsll stipend a resident
would le.

ginancislly dissdvantaged students vers encouraged to borrov wvhen
the security of a loan deferment policy existed. In 1989, 918 of
the minority graduates had gLinanced thelir eduoation through
student loans., Thoss who made their plans before the lav vas
changed wers not grandfathered into the agrssments of the old
lav] but they ars forced to abide by the new rules.

Presently, residents are alloved & six month grace period and two
year deferxsl. At the ond of that time, they are required to
begin repayment of their studsnt Jloans. Most residencies are
four yeara long, though some By extend as long As seven years.
ror many physicians, it would De impossible to begin rspayment
during their residency. To use mysslf as an example, $61,000 is
to be repaid at approximately 9800 per month for ten years. Ny
current monthly take home pay after taxes is $1,700. That is
almcst half of my monthly salary. Many residents have families
to support and vwill find it inpessidle to repay their loans at
such a burdensoms time. Physicians sre alvays thought to "make a
jot of money." Novever, rasidents earn an average salary of

$28,000 for an eighty hour work week.

The alternative that has been offered to us is that of
forbearance. Under this plan, one can put off paysents but a
penalty in the number of years to repay and increased intevest is
incurred. If you originally have ten years to repay your loan,

7%
-t
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-« POt YOU NOSd tvo yuars of deferment, it will be greated with the
understanding that you aow have eight years ¢o oomplete the
financing tsrms. Within thess rules, I would have aight years to
Tepay the $61,000 in addition to a penalty (the socxuing
interest) waich would greatly increase ny mcathly payments. In
all sinoexit)’, I vomld not bde able to afford such a burdan and
would b forcod to defanit on my student loans. Nany times
physiciane’ specialty decisions are datexmined by their ability
to repay thelir loans.

Plesas keep in nind that we are not asking for new coneijeratien,
rathar ve ask that you restore what was originally guaranteed to
all rassidents under the terms of their original loan. Pleass
pass student loan reformi 1In so deing, you will allow thoee
residents before OBRA 'S89 to continue with their previcus plans
and allov financially disedvantaged students teo pursue a medical
sducation.

If student lean rsform is not passed, it will cawse many
residents fimancial Dardship, force others to dafault and
sutabliah the precedent that medical education is not for those
vith exceptional ability, but rather for those with the ability
to pay the oost of tuition.

I trust, ladies and gentlemen that you won't let this happen.
Respectfully subaitted,

Paul A. Pipis, ND
Chairman, NSSNY Resident Physician Section
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The Amocistion of Amcrican Modical Colleges (AAMC) approciates the opportunity to subait
our recommendations on the resthorization of the Righer Bdecation Act of 1965 The AAMC
reproscats the nation's 125 meciical school, 65,000 modical stodoats, 420 teaching hocpitals and
90 academic societies whose members are dedicated %0 providiag Meadersitip o policies to educate
modicel students, train physicisss, develop adexnoes in medicel knowledge sod improve the
delivery of bealth care. The AAMC believes the federal role in higher education is emential
The longthy process of medical aducation wonkd be beyoad the means of many stadests, if it were
st for fedoral stodent ficanciel sssistance. The Higher Bducation Act of 1965, in spite of cment
problesm, constitutes & fandassentally sound sct of palicics thet over the past 25 years bas cosbied
milfioes of Amcyicens 0 realine aspiratinos and goals that have, ia tum, benefitted society and
streagthened the sathox.

The AAMC bes conoexss in s sumber of arces.  First, we share the view that grant assistance at
the podergraduate level is inadequate. While sggrogetc funding of the Poll propram has incressed
over the last docade, snsust appropeiations deve 80t kept paoc with increascs i the oost of
sducation sad 2 Pell gract 20w covers 20 percent loss of & stmdont’s colicpe expeoscs than it did
in 1975. This means students, particalarly from low-incoms and dissdvantaged backgrounds ave
cither boing overburdomed with education debts or they are forcgoing s colloge cdwcation. The
incrasing defaslt rate is the Guarastond Stadest Loss progress, which has shakey public
confidcaps and support, is dec is pant 10 the imbalusce js fodorl funding of grasts and loscs. In
addition %0 the dafsel probicm, the incressing indeivedncs will only ace a 2 further disincentive
10 the parsult of mexiical ederation, capecially for low-iscome and sinority stedeats who continoe
10 be wnderrepmescmted s the profomion.

For medical schooks sud students, the isee of rising lovcls of debx is 2 proming problem. We s
comcerned about the effoct capomive delddt sy hewe o scoess 10 mexficall education, siae of
ropayment buvdcn, and losn defoult. The imbolemce of pramts snd Inses faces the sadergrackste
sad modical cdwcation commmmily in & similler memacy.  Diorressing ovalisbility of grants and
scholurships hes cxpoorbetod the doitt bardon for the most anody medicel stadomts.

Fok 1 gt spport for sedicel stedenss s swailshie through » fow modest scholanhip programs
almimistearel by the Dopaytont of Hoskh end Himes Scrvices (HIES). Is the 198990 academic
your, moxiiced stavicats sooeived 53 slllion i foderal famds for Raceptional Fiswacil Neod (EFN)
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scholarsivips which provided asistance to 532 students with an sverage sward of $5,639. Through
the Financial Assistance for Disadvantaged Health Profosions Studeots (FADHPS) program,
schools received $3.6 milion and assisted approimately 1,500 students with sversge swards of
$2.400. The National Health Servios Corps, underfondod for several yesss, provides & small dut
MWMM'MM“!MWW&
health profectinos students. The positions svailable in the corps are far fewer than the number
sccking such sspport. Floally, scyvice-connected military acholarhips sesist shout 2,900 medical
students. ‘While these four programs belp enhance access 10 careers in exficine and are crisically
important componenis of federal financial aid for medical students, the poportion of total aid
provided by these programs is extremely smafl, particularly for the very few acedy students
fortunate enough o receive them.

The Department of Bducation alio plays 2 significant role in swanding fioancial aid to graduste
and professional students.  The Departmacat of Education’s post-baccalsareste progrems sddicss
both the pation’s buman reaources noods and the cxpension of iodividual oppactmity.
Professions! education prowidcs access 0 caroess critically important to the nation. The
Department of Education cx play & distinctive fioderal role in supporting modical education by
focusing oo eshancing the quality and diversity of sodical schools acroms the coustry through
mOro grant assistance t0 modical students. To sesist disadvantaged students seeking careen in the
beaith profeasions, the Departmcnt should adusinister & competitively fonded program providing
grants S0 institmtings $0 support studeats sccking proficssional degrees. Such s program could be
establishod by expanding cxvent cligibility for the Patricia Roberts Harris Public Sarviee
ENowdip progrsm, o cstablishing & second progras component $0 provide grant support to
stodents who chwoose careers that serve the public interest, such as a physician working i &
pationslly designateod medically sndenserved acea.

For the vast majority of modical stadents, inans are the prissary sorce of finsacing their medical
oducation. Seventy-nine percent of the 1990 medical gradustes who borrowed o fisance tholr
education would heve found it very dilficolt, and i mewy concs impomibie, 10 finance: their study
of medicine withowt Staffiord Stedeat Loans, Sapploseatal Losss flor Students, and comsprn-based
Perkine Losss. Approgisstely 65 parcent of medical stadcots borvowed Stafford losos with an
sverage inem sine of $7,054 1t i impostant 10 S0IC “aat cven theae loan somrces are ofien
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isufficient 1o cover the full cost of medical cducation, forcing many students, especially those
sitending private institutiocs, to rely on unsubsidized, markes-rate loans with terms and conditions
wuch less favorable than the Title IV loans. For cxample, the unsubsidized Health Education

Assistance Loan (HEAL) program administered by HHS supplements Title IV financing for about
17 percent of medical students.

As borrowing has become the chief vehicke to financing professional education, heightened
attention is being focused on recent escalstion in educational debt kevels of medical school
gradustes. In the past decade, medical schoof graduate indebtedness has increased almost 200
pereent. For the 79 percent who bormowed, the sverage 1990 medical school graduate’s total debt
{including medical and pre-medical loans) was $46,224; over twelve percent of graduates had debt
in excesy of $75,000. Minority students acquire 2 higher average debt of $51,000; 21 percent
graduate with debt in excess of $75,000. Such debts an: unmanageabie for many borrowers,
particularly in the fint few years of repayment when s significant number of graduates are still in
professional training programs. A medical school graduate must complete a residency training
program, lasting between three and seven years, 10 become 2 board-certified physician. During
this three to seven year training period, medical residents cam annual stipends ranging from
325,000 1o $35,000, depending on their residency year and region of the country. Clearly, a
recent medical school graduate’s debt-io-income ratio makes joan repayment very difficult during
their postgraduate training and carly years of practice.

The medical education community is studying the affect indebtodness may be having on an
individual's decision to pursuc professional education, medical specisity choice, and practice
location. The consequences of high debt may frustrate our ability to reduce current shortages in
the pumber of primary carc practitioners as well as to correct the geographic maldistribution of
physician manpowes. The AAMC is also concerned about the relstionship besween high debt and
default. While the rate of default in the Stafford program is very low for medical graduates, the
doliar default rate is & concern because of the amounts borrowed by medical students.

In order to address these and other concerns, the AAMC recommends scveral changes to
peograms within the Higher Education Act.
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Laugthen Tithe IV Stadcnt Lons Duftvsscnts To At Lanst Three Years: As stated above, medical
school pradustes are required to complete an accredited residency program in onder to obtain
bospital peactice privileges. Currently, deferment of payment oo Title TV loans ends after the
second year of residency training. Although provisions have been oade to assist medical students
through the institotion of mandatory fosbearance, this option is more costly to studeats because
during forbearance interest that must be paid by the borrower sccrues oo the total amount of the
foan. Deferment of loan repayment s critical 1o those mevdical residents still in training because
' tbeir debt 1o income ratio during residency s insufficient to casbie the resident to meet large
moothly loan obigations and family iving expenscs. Extending the deferment pesiod beyond two
yoars can assist residents by structuring repsyment to the time whea they have completed their
post-graduate training and thus have the abity to repay their loams. The peviod of greatest
difficulty for a modical resident is the period when a resident must degin to nepsy a high
educational dedbt while earning a relatively low residency stipend comparad to the debt evel.
During the third year after medica) scbool graduation, at 3 point when Title IV Joans cater
repayment, a typical resident is earning $28,000 per year. Repsyment of an aversge educational
debt requires over 30 peroest of the resident’s grom pay per mooth - 2 figore which casily
approaches SO peroeat of take-home pay. This is the case for an sverage rosident. Many
studests graduate with debts higher than average, and the percentage of take-home: pey required
for dobt repayment may force increasing pumbers of residents into default. The AAMC urges
Congress to lengthen the deferment perind for sesidents to st loast three yeam, the minimum
training period roquired to enter general internal medicine, general pediatrics or family practice.

Incyense Stafferd Loas Limits: Ao increased Stafford Loan Kmit for medical students would
asskst students, particularly the oconomically dissdvantaged, from scquiring excestive debt, by
permitting more students to borrow a bigher peseentage of their required funds from a subsidized
loan program. Congress shonkd support ss incrosee in the snsual Stafford loan Emit for graduate
and profcasional students from the curreat $7,500 to $10.000. Sach s increase would casc the
Joog terss Joan repayment obligations for medical students.

Increass SLS Leoas Limits: The Supplesental Loans for Students (SLS) program has provided
a0 cssential Joad resouree for funding modical studeats who have bosrowed the annual maximum
uoder the Stafford Loss program.  SLS intevest is not subsidised, excopt when it cxvoeds 12
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percent, and therefore, costs the foderal gowemment relstively Sle. It has the advantage of
being efigible for coosolidstion with other Title TV Joans during A stutent s oot
required to demonstrate financial nood, other than SLS cfigihility, which allows middie-¢
barrowers accees to sdditional capital neorssary $o fisance their medical education. ing 1he
supus) SLS fimit from $4,000 to $15,000 for graduste and prof “:“mm
these studeats to reduce their refiance on other higher interest louns, and is effect, reduce their
overall indeivedness,

Perking Loay Programs The Perking Loan program is an exceptionally bencficial loan for
students and & sound jovestment for institutions and the federal government. With a statutorily
specificd low intevest rate of 5 percent, Perkins losns are among the most attractive foderal loans
svailable to students. In addition, none of the Perkine money is required for lender allowances;
administrative costs are extremely small and annual capital contributions aod recycled funds arc
used for financial sssistsoce to students, Eamphasizing the inclasion of graduate and professional
students would make clear to institutions Cocgress's intess to consider these students when they
aliocate funds. Increased participation in the Perkine programs would enshle more aconomically
dissdvantaged graduste and professional students to reduce their overall indebtedness We wrpe
Congress to specify in the statute that graduste and professiona students shouid participate in the
Perkina program. Morower, in rocognizing the exosion in the vahue of Joans due t0 inflation over
the past decade, a0 incresse in the Perking losn limit will sssist economically dissdvantaged
praduste and professioaal students ia their initial educstional years. The AAMC recommends
that Congress increase the aggregate borrowing limit for health professions students from $18,000
to $20,000.

Iwu“ﬂlﬂﬁﬁﬂﬁ“l’&lﬂp(ﬂk The Department of Education

tministers two Haris graduste programs. The progras has provided valusbic assistance to
collcges and univenities in sttracting inderrepreacoted students into past-haccalaureate

The Hamis Graduate Fellowship Program swands grants to support students enrolled in master’s
and selected professionsl programs. The Harris program should be incressed to award grant aid
to 20 expanded population of graduste and professions} stud health .
students, mmmwwmmm; m"‘“"‘"“‘mm
professions students who sgroe (o0 serve in & nationally defined health L
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ADow The Use Of Estimated-Year Income For Determising Fimancial Neod Amcug Graduate
And Professional Studests: The use of base-year income peoalizes a large proportion of post-
baccalsureste studeats who bave worked for a year oc more after completing their undergraduate
education. Financial aid administrators have authority to exercise professional judgment and e
mﬁdmwwmwmnmﬂmammﬁm
determinstion of s student’s expected contribution. This authority is crucial, but since the vse of
base-year income is inappropriste for so many graduate and professional students, use of current
year estimates should be the rule. Professional judgement should de spplied to the exceptions
where base-year income would be most appropriate.

Improve Title IV Loas Consolidation Programs And Iscinde The HEAL Program Under The
Loas Consolidation Programe  The compilexity of loan portfolios for medical school graduates
may make loan consolidation disadvantageous. Consolidation may icad 10 higher interest rates,
Joss of deferment options, and minimum payments of no less than sccrued interest. We urge
Conymmmﬂmthe:ﬂwdvmohhemembmmd&ﬁonpmp&minmofme
pumbers of borrowers utilizing it and whether it bas been successful in easing repayment burdens,
particularly for the subset of professional school borrowers. In addition, under the losn
consolidation program, borrowers with a minimum of $5,000 ip studcat loan debt can refinance
Joans received from a variety of lenders participating in the Stafford, SLS, Perkins, and HPSL
student Joan programs. Typically, the monthly payments are made for a greater period of time,
but consolidated monthly payments are lower than they would be in aggregate for borrowens with
multiple Joans, and, consequently, has the effect of reducing borrower defaults. The inclusion of
tbe Health Education Assistance Loan (HEAL) in cligible loans for consolidation sould greatly
easc the repayment burden for health professions borrowers with heavy studeat loan debt, and
facilitste the: reduction of federal loan default costs.

Increase Funding For Title IIf And TRIO Programs For Dissdvastaged And Underrepreseated
Minoritiess Minorities are inadoquately represcoted in the beaith professions. ¥™ile institutions
me committed to earolling and gradusting more dissdvantaged and minority students, progress has
been disappointing. Foderal support is the form of funding for recruitment and reteation grants,
earichment programs and financial ajd st the professional Jevel bas boes belpful, but early
hmﬁonmmmmdﬂhapandinnheupp&ntpodof&dvmmgedmdmimﬁly
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studcats. Runding of theae programs is cxitical to the peoliessionsl sochor’y efiorts 0 casere oqual
cducaticesl opportvally sad i cxpad miscchty scpucanatation a the heakh profcasions.
Siguificent incocnacs in support svelishic theough these programs should receive » high pricrity i
sessthorixation discamions.

The AAMC sppccinirs the opportamily 0 cxpress owr wices on ressthorization of the Higher

Eduecation Act.  We look fxwand 1o working with Cosgress and other intexested parties
achicee ooy sntenl gnals of 2 hesithier sd better odacatest popuintion.
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